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CAUTIONARY STATEMENTS

This annual report contains forward-looking statements which include, but are not limited to, statements concerning projected
revenues, expenses, gross margin, net income, market acceptance of our products, the competitive nature of and anticipated growth in
our markets, our ability to achieve further product integration, the status of evolving technologies and their growth potential, the
timing and acceptance of new product introductions, the adoption of future industry standards, our production capacity, our ability to
migrate to smaller process geometries, and the need for additional capital. These forward-looking statements are based on our current
expectations, estimates, and projections about our industry, management’s beliefs, and certain assumptions made by it. Words such as
“anticipates”, “appears”, “expects”, “intends”, “plans”, “believes, “seeks”, “estimates”, “may”, “will” and variations of these words or
similar expressions are intended to identify forward-looking statements. In addition, any statements that refer to expectations,
projections, or other characterizations of future events or circumstances, including any underlying assumptions, are forward-looking
statements. These statements, which are included in accordance with the safe harbor provisions of Section 21E of the Securities
Exchange Act of 1934, as amended, are not guarantees of future performance and are subject to risks, uncertainties, and assumptions
at are difficult to predict. Therefore, actual results could differ materially and adversely from those results expressed in any forward-
ooking statements, as a result of various factors, some of which are listed under “Risk Factors” of this report. Readers are cautioned
ot to place undue reliance on forward-looking statements, which are based only upon information available as of the date of this
eport. We undertake no obligation to revise or update publicly any forward-looking statements for any reason.

ndustry and market data used throughout this annual report and incorporated by reference into this annual report is based on
ndependent industry and government publications, reports by market research firms and other published independent sources. Some
ata is also based on our good faith estimates, which are derived from our review of internal surveys and independent sources.
Ithough we belicve these sources are reliable, we have not independently verified the information from these third-party sources and
annot guarantee their accuracy or completeness.




BUSINESS

Business Overview

’
We are a diversified provider of technology and pari-mutuel horse racing content for consumers through the Internet and a leading
supplier of totalizator systems, terminals and other pari-mutuel wagering services and systems to the pari-mutuel industry.-Youbet
Express is a leading online advance deposit wagering (“ADW”) company focused on horse racing primarily in the United States.

Our websile, www.youbet.com, enables our customers to securely wager on horse races at over 150 racetracks worldwide from the
convenience of their homes or other locations. Our customers receive the same odds and expected payouts they would receive if they
were wagering directly at the host track and their wagers are placed directly into the track betting pools.

We strive to appeal to both new and experienced handicappers by providing a user-friendly “one-stop-shop™ experience. To place a
wager, customers open an account and deposit funds with us via several convenient options, including our ExpressCash system, which
links our customers’ wagering accounts directly to their personal checking accounts. To enable our customers to make .informed
wagers, we provide 24-hour access to up-to-the-minute track information, real-time odds and value-added handicapping products,
such as Turfday Super Stats, a comprehensive database of racing statistics and a grading system to assess trainers, jockeys and horses.
Our customers can view high-quality, live audio/video broadcasts of races as well as replays of a horse’s past races. Our convenient
automated services are complemented by our player service agents, who are available 15 hours a day, seven days a week to provide
technical support and address any wagering or funding questions.

Our content partners provide us the same live satellite feeds that they normally broadcast at the track and 10 off-track betting facilities
(*OTBs”). As a result, our partners have the opportunity to increase the total handle wagered on their racing signal, which we believe
leads to higher revenues for the host track and a higher quality of racing through larger purses for the horse owners. In return, we
receive a commission, or a percentage of the wager (handle) processed through Youbet Express.

Our acquisition of United Tote Company in February 2006 diversified our product offerings. United Tote is a leading supplier of
totalizator systems (equipment and technology that processes wagers and payouts) and processed more than $7 billion in handle in
2007 on a global basis, approximately 90% of which is North American pari-mutuel handle. United Tote supplies pari-mutuel tote
services to approximately 100 racing facilities in North America and additional facilities in a number foreign markets. As result of this
acquisition, we now operate two business segments for financial accounting purposes, ADW and totalizator systems. For more
information, see Note 15 “Segment Information™ in our consolidated financial statements at the end of this report.

We were incorporated in Delaware on November 13, 1995. Our executive offices are located at 5901 De Soto Avenue, Woodland
Hills, California 91367 and our telephone number is (818) 668-2100. Our website address is www.youbet.com.

Industry Overview

According to The Jockey Club, which is the breed registry for all thoroughbred horses in North America, total U.S. handle on
thoroughbred racing, the most popular type of horse racing, was estimated at approximately $15 billion in 2007, of which 88%
represented wagers made away from the host track, such as at OTBs, at other tracks, or via Internet and telephone wagering. We
believe that the ADW segment has outpaced overall pari-mutuel industry growth in recent years and that the largest volume of ADW
wagers in the U.S. were processed through entities licensed as multi-jurisdictional wagering hubs in Oregon. According to the Oregon
Racing Commission (“ORC”), handle processed through multi-jurisdictional wagering hubs licensed in Oregon have stayed relatively
flat year-over-year at $1.6 billion for the year ended December 31, 2007.

[n 2000, the United States Congress amended the Interstate Horseracing Act of 1978 to clarify the legality of wagering across state
lines via telephone or other electronic media and the commingling of pari-mutuel wagering pools.

In the fourth quarter of 2006, Congress passed the Unlawful Internet Gambling Enforcement Act of 2006, which includes certain
racing protective provisions by maintaining the status-quo with respect to wagering activities covered under the Interstate Horseracing
Act of 1978, as amended. This Act prohibits the acceptance of credit cards, electronic funds transfers, checks, or the proceeds of other
financial transactions by persons engaged in unlawful betting or wagering businesses; however, the Act specifically excludes from the
definition of unlawful Internet gambling “any activity that is allowed under the Interstate Horseracing Act of 1978”.

Competitive Advantages

We are a leading ADW company focused on horse racing primarily in the U.S. and have processed over $2.5 billion in wagers from
January 1, 2002 to December 31, 2007. We believe we have the following competitive advantages:




Extensive customer database and strong analytical capability

We utilize sophisticated data mining software, which generates detailed customer segmentation analyses based on variables such as
wagering propensities and preferences. With this information, we are able to personalize our product offerings through targeted
special offers, contests and promotions tailored to specific customer segments. This information also helps us maximize revenue yield
by allowing us to target promotions and incentives to wager on tracks that generate greater revenue yield to us.

Highly scalable infrastructure .

Our highly scalable technological infrastructure and automated online and telephonic wagering platform provide us with significant
operating leverage. We typically operate at less than 33% of system capacity. This built-in excess capacity enables us to easily process
significantly greater wagering volume at a low incremental cost. Additionally, we continuously build automation into our core online
and interactive voice recognition wagering platform in order to minimize our incremental staffing requirements. With this operating
leverage, we are well-positioned to capitalize on handle growth to increase earnings.

Growth Strategies

We aim to maintain our market-leading position in the ADW segment and build upon the strength of our brand. We have adopted the
following key growth strategies to achieve these objectives:

Continue to develop high-quality wagering products

We intend to continue to develop industry-leading technology and to expand the diversity and breadth of our product offerings and
services. We believe this will translate into a more enjoyable customer experience, and as a result, we believe our customers will place
a greater portion of their wagering dollars through us. In 2007, we entered into a strategic atliance with Phantom Fiber Corporation to
deliver a mobile phone wagering solution that is fully integrated with the totalizator systems used by United Tote customers, The
mobile service, which can be delivered on a wide variety of cellular phones, will let players view race programs, place wagers,
manage their accounts and view historical transactions.

Seek expansion opportunities

We intend to seek opportunities in the U.S. and abroad to leverage our highly scalable online and telephonic wagering platforms and
to diversify our customer base, revenue streams and content. Domestically, opportunities may exist to grow handle and increase
market share by targeting companies in the ADW sector. We also plan to target companies which provide strategic infrastructure
components in order to become more vertically integrated and to diversify our product offerings and customer base. Internationally,
we believe opportunities exist to increase our market presence and to offer different forms of wagering while simultaneously
providing our customers with a more diverse array of content to view and upon which to wager.

Expand international presence

In 2007, we derived less than 3.8% of our handle from races outside of the U.S. and Canada. We hope to increase our penetration of
the international market by entering into content agreements with leading international tracks. This will enable us to expand our
customer base internationally, while simultaneously providing our domestic customers with a more diverse array of content to view
and to wager upon. In addition, international jurisdictions permit a broader array of wagering activities than the U.S., including fixed-
odds sports betting. With modifications, our robust operating platform can be adapted to facilitate such international opportunities.

Leverage our flexible wagering platform to provide online solutions for track operators and other gaming companies

Only a limited number of track operators currently operate a website that accepts ADW wagers. If track operators or other gaming
companies decide to enter the online ADW segment, our experience and technological leadership make us highly qualified to assist in
building and supporting such websites. In addition, with our technologically advanced, highly scalable and flexible online platform
and our excess capacity, we are well-positioned to provide the technotegical infrastructure for the online initiatives of track operators
or other gaming companies. : .
Revenue Sources

Pari-mutuel racetrack operators typically retain a portion of all wagers as their commission prior to distributing payoffs to the winners
In accordance with our arrangements with Television Games Network (“TVG”) and independent racetracks, we receive a commissio
from each racetrack calculated as a percentage of our customers’ wagers that are delivered to their respective pari-mutuel pools. In th
aggregate, these commissions represented approximately 80% of our total revenue for 2007. We generate additional revenue primaril
from processing fees, monthly subscription fees and the sale of handicapping information.

2




United Tote revenue is derived from contractual arrangements for the installation and maintenance of totalizator systems at horse and
dog racing facilities. This revenue is supplemented by sales of the supplies and equipment used by the facilities.

Marketing
Using various media channels such as Youbet ExpressSM, the Internet, print advertising, radio and brand placement, we focus our
integrated marketing efforts on both casual and more targeted marketing to horse racing enthusiasts. An integrated marketing approach
allows us to cycle a series of targeted messages centered on product features and benefits, online tournaments and contests, and event-
specific promotions.
Our marketing campaigns and customer retention strategies are supported with customer research and analysis and are intended to
satisfy the needs of existing customers and drive new customers to Youbet Express™. We frequently initiate communication with our
customers via phone and e-mail. One-on-one messaging through the Youbet Express®™ homepage allows us to tailor personalized
messages and offers to our members based on their wagering propensity and preferences.
Acquisitions and Dispositions
Acquisition of United Tote
In February 2006, we completed the acquisition of United Tote for $31.9 million plus the assumption of approximately $14.7 million
of United Tote debt (primarily related to the financing of equipment that had been placed with United Tote’s track customers). We
financed the acquisition by delivering to UT Group, LLC, United Tote’s former owner, the following consideration:

* Approximately $9.7 million in cash;

* §5.2 million one-year, unsecured promissory note;

»  $3.2 million two-year, unsecured promissory note;

$1.8 million two-year, unsecured promissory note; and

2,181,818 shares of Youbet common stock, valued at $5.50 per share.

For more information, see “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Contractual
Obligations, Contingent Liabilities and Commitments.” We have streamlined the operations of United Tote, and we are evaluating
strategic alternatives for this segment of our business, including a possible sale.

Disposition of Bruen Productions

In Getober 2006, Youbet acquired privately-held Bruen Productions International, Inc. We funded the acquisition with common stock
held in treasury, payable in four installments over three years, and the assumption of approximately $0.2 million of debt. Youbet
* delivered 13,953 shares of common stock in October 2006 as the first installment. As of December 31, 2007, we sold Bruen
Productions back to the original owner in exchange for return of the delivered shares, termination of future stock obligations and cash.
The decision to sell the Bruen Productions was reached after management concluded that Bruen Productions was not a core business
for Youbet, and that the sale would free up management resources to focus on our ADW platform and totalizator services. For more
information regarding the sale of Bruen Productions, see Note 17 “Discontinued Operations” in our consolidated financial statements
at the end of this report.

Shutdown of IRG

As further described in “Legal Proceedings” and “Management’s Discussion and Analysis of Financial Condition and Results of
Operations,” the IRG business was adversely impacted by a severe reduction in wagering activity following the commencement of an
investigation involving the IRG business by the U.S. Attorney’s Office in Las Vegas, Nevada. Accordingly, on February 15, 2008, we
stopped taking wagers and ceased all other operations associated with its business. In connection with the IRG shutdown, we
surrendered IRG’s license with the ORC. For more information regarding the shutdown of IRG, see Note 18 “Subsequent Event” in
our consolidated financial statements at the end of this report.




Competition

Web-based interactive gaming and wagering is a new and rapidly changing marketplace. We anticipate competition will become more
intense as many web-based ventures focus on the gaming industry. Management believes that we are well-positioned to compete with
these entities, as well as other established gaming companies seeking to enter the interactive, pari-mutuel gaming market.

TVG is a direct competitor in the domestic interactive pari-mutuel gaming market and currently accepts wagers from customers living
in 13 states. TVG is a 24-hour national horse racing channel broadcast over cable and satellite.

In March 2007, Magna Entertainment Corp. (“Magna”) and Churchill Downs Incorporated (“Churchill Downs”) announced that they
had formed a joint venture called TrackNet Media Group LLC (*TrackNet”) through which the companies’ horse racing content will
be available to each other’s various distribution platforms, including Magna’s existing ADW platform, a Churchill Downs-owned
ADW platform launched in May 2007, ADW platforms acquired by Churchill Downs in June 2007 and to third parties, including
racetracks, casinos and other ADW providers, TrackNet will also purchase horse racing content to make available through its partners’
respective distribution platforms. Aside from its namesake, at which the Kentucky Derby is held, Churchill Downs also owns and
operates Arlington Park and several other horse racetracks, and Magna owns horse racetracks throughout North America, including
Santa Anita Park, Gulfstream Park and Pimlico Race Course, home of The Preakness Stakes. Magna also owns AmTote International,
Inc., a provider of totalizator services. '

In April 2007, TrackNet announced that it would not allow us to carry Magna and Churchill Downs content, including the 2007
Kentucky Derby, unless we agreed to stop offering the content we have been sublicensing from TVG. As a result, we were unable to
offer wagering on the 2007 Kentucky Derby, and accordingly have been unable to offer wagering on Churchill Downs horse racing
since the end of April 2007 and have lost certain other content, which has had an adverse effect on revenues.

Since that April 2007 announcement, we continue to negotiate with TrackNet to gain access to its horse racing content. In May 2007,
TVG filed suit against Magna and its affiliates—Horse Racing Television and Xpressbet—for infringement of two interactive
wagering system patents. TrackNet has announced that it is attempting to negotiate content-sharing arrangements with TVG, which
may result in our ability to carry Magna and Churchill Downs content. The California Horse Racing Board recently has facilitated
agreements that make most major racing signals in California available to the largest domestic account-wagering operations in the
country, including Youbet, from November 2007 to July 2008. We cannot be certain that we will be able to secure TrackNet’s content
in the near or long term,

In June 2007, Churchill Downs acquired one of our major competitors, AmericaTab, and incorporated its wagering product and
member base into its ADW product, TwinSpires.com, making it the third largest ADW provider in terms of total gross handle.
TwinSpires.com currently has access to all TrackNet-controlled content, as well as many major racetracks that were previously
exclusive to TVG and licensed to us, such as Hollywood Park and the New York Racing Association (“NYRA™), as well as the
Aqueduct, Belmont and Saratoga racetracks.

In January 2008, NYRA ended its exclusive relationship with TVG and negotiated directly with all major providers. Youbet Express
and all other major ADW providers have secured rights to NYRA content through December 31, 2008.

Other competitors include The Racing Channel, doing business as Oneclickbetting.com.

We believe potential new domestic and international competitors looking to enter the interactive wagering marketplace may include
large established interactive and online software companies, media companies and gaming companies. Our business strategies may be
influenced by the timing of a competitor’s product releases and the similarity of such products to our products. Additional competition
may result in significant pressure on our pricing and profit margins. ’

United Tote competes primarily on the basis of the design, performance, reliability and pricing of our products as well as contract
services provided. To effectively compete, we expect to make continued investments in product development and/or acquisitions of
technology. Our two principal competitors in this business segment are AmTote International, Inc. (owned by Magna) and Scientific
Games Corporation. Qur competition outside of North America is more fragmented, with competition also being provided by several
international and regional companies.

Government Regulation and Legislation
Current licensing

In November 2007, the California Horse Racing Board renewed both of our in-state and out-of-state ADW licenses through the end of




2008. Terms for these one-year licenses began on January 1, 2008.

In June 2007, the ORC approved Youbet’s application to renew for one year our multi-jurisdictional simulcast and interactive
wagering totalizator hub license to accept and place online and telephone horse racing pari-mutuel wagers. Also in June 2007, the
Idaho State Racing Commission approved Youbet’s application to renew for one year our multi-jurisdictional simulcast and
interactive wagering totalizator hub license to accept and place online and telephone horse racing and pari-mutuel wagers.

In Jurte 2007, the Washington Horse Racing Commission approved Youbet’s application for a one-year ADW license to accept and
place online and telephone horse racing and pari-mutuel wagers.

We intend to apply for renewal of each of the licenses described above and, at this time, we have no reason to believe that these
licenses will not be renewed.

Other government regulation and licensing

Gaming activities are subject to extensive statutory and regulatory control by federal, state and foreign agencies and could be
significantly affected by any changes in the political climate and changes to economic and regulatory policies. These changes may
impact our operations in a materially adverse way. Our facilities are used by customers to place wagers and we receive commissions
derived from such wagers; therefore various statutes and regulations could have a direct and material impact on our business and on
the public demand for our products and services.

For a description of pertinent federal legislation, see “Industry Overview.”

From time to time, we receive correspondence from various governmental agencies inquiring into the legality of our activities. We
believe that our activities conform to those federal and state laws and regulations applicable to our activities. However, we face the
risk of either civil or criminal proceedings brought by governmental or private litigants who disagree with our interpretation of the
applicable laws and therefore, we are at risk of losing such lawsuits or actions and may be subject to significant damages or civil or
criminal penalties.

A number of states have enacted, considered or are considering interactive and Internet gaming legislation and regulations which may
inhibit our ability to do business in such states, and anti-gaming conclusions and recommendations of other governmental or quasi-
governmental bodies could form the basis for new laws, regulations and enforcement policies that could have a material adverse
impact on our business.

Any expansion into international markets may subject us to additional regulation in those countries inte which we expand. We believe
that we can operate or license technology in numerous jurisdictions that allow telephone and account wagering. However, we may not
be able to obtain the approvals necessary to market our services in such jurisdictions.

Seasonality and Backlog

Cur business segments are subject to seasonal fluctuations in demand associated with racing schedules. The first and fourth quarters of
the calendar year traditionally comprise the weakest seasons for our pari-mutual wagering business. As a result of inclement weather
during the winter months, a number of racetracks do not operate and those that do operate often experience missed racing days. This
adversely affects the amounts wagered and the corresponding service revenues. However, due to the services we provide, we do not
experience a material backlog in sales orders or the fulfillment of client services.

Employees

As of December 31, 2007, we had 338 full-time employees. We have never had a work stoppage. Twenty of our United Tote
employees as of December 31, 2007, were represented by a labor union. We consider cur relations with our employees and the union
that represents some of them to be good.

Available Information

Our internet website address is Attp://www.youbet.com. We make available, free of charge through our website, our annual reports on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to those reports filed or furnished pursuant
to Section 13(a) of the Securities Exchange Act of 1934, as amended, as soon as reasonably practicable after such documents are
electronically filed with, or otherwise furnished to, the SEC.




RISK FACTORS

The risks and uncertainties described below may not be the only risks we face. Additional risks and uncertainties not presently known
to us or that we currently deem immaterial also may impair our business operations or financial results. If any of the following risks
occur, our business, prospects, financial condition, operating results and cash flows could be adversely affected in amounts that could
be material.

Risks Related to Our Business

The U.S. government’s investigation into the wagering activities of certain IRG customers may adversely affect our financial
condition, results of operations and the price of our common stock.

The U.S. government’s investigation into the wagering activities of certain IRG customers resulted in the seizure of approximately
$1.5 million held in IRG bank accounts on October 11, 2007, among other things. The trading price of our common stock has been
materially affected since the disclosure of the U.S. government’s investigation in October 2007. On March 14, 2008, we entered into
two separate agreements with the U.S. Attorney’s Office in Las Vegas. Pursuant to the first agreement, the U.S. Attorney’s Office
agreed not to pursue any charges against Youbet or IRG in exchange for the company’s continued cooperation with the government’s
ongoing investigation. In a separate agreement, the company agreed to forfeit approximately $1.5 million previously seized by the
government as part of its investigation.

While these agreements resolve the matter for the company, the government’s ongoing investigation creates other ancillary risks. The
$1.5 million seized by the U.S. government represents funds deposited by customers of IRG. Accordingly, as we will not receive these
funds back, our obligation to our customers with respect to any rightful funds may affect our ability to fund our working capital and
capital expenditure requirements, which may adversely affect our financial condition and results of operations. Further, our inability to
make whole or a decision to not make whole our customers may result in actions by our customers as well as the regulatory agencies
that license and regulate our business that may adversely affect our business and results of operations.

Additionally, our continued cooperation with the U.S. government’s investigation will continue to divert management’s attention from
managing our day-to-day operations and expenses arising from cooperating and responding to the U.S. government’s investigation are
expected to remain significant. Current and former employees, officers and directors may seek indemnification, advancement or
reimbursement of expenses from us, including attorneys’ fees, with respect to current or future proceedings related to this matter.
These events could adversely affect our financial condition, results of operations and the price of our common stock.

If it is determined that our business practices violate state gaming laws or regulations, we could be subject to claims for
damages, fines or other penalties and may be prohibited from accepting pari-mutuel wagers from these states in the future.

We currently have licenses in the states of California, Idaho, Oregon and Washington to operate an ADW multi-jurisdictional
wagering hub and/or to accept wagers from residents of such states. We also accept pari-mutuel wagers from subscribers in other
states where, we believe, accepting such wagers is permitted pursuant to the Interstate Horseracing Act of 1978, as amended, state
laws, and certain other laws and legal principles, including those contained in the U.S. Constitution. However, state attorneys general
and gaming regulators may interpret state gaming laws, the federal statutes and constitutional principles and doctrines in a narrower
manner than we do. If a federal or state court were to adopt such a narrow interpretation of these laws, we may face criminal or civil
damages, fines or other penalties and may be prohibited from accepting pari-mutuel wagers in one or more states in the future, which
may adversely affect our business and results of operations.




In addition, if any proceedings were brought by governmental or private litigants who disagree with our interpretation of the
applicable laws, the adverse publicity, cost of such litigation and diversion of management’s focus and time away from our business
operations may have a materially adverse effect on our financial condition and results of operations. From time to time, we have
received correspondence from various state governmental agencies inquiring into the legality of our business activities and, in certain
circurnstances, alleging our non-compliance with state gaming laws. To date, we have responded in a timely manner to all of these
inquiries outlining our legal position, which we believe permits our business operations in such states. We cannot assure you that any
of these state governmental agencies agree with our legal position or that proceedings intended to prohibit or restrict our business will
not be brought against us by one or more of these state governmental agencies in the future.

Furthermore, a number of states have considered, enacted or are considering interactive and Internet gaming legislation and
regulations which may inhibit our ability to do business in such states, and anti-gaming conclusions and recommendations of other
governmental or quasi-governmental bodies could form the basis for new laws, regulations and enforcement policies that could have a
material adverse impact on our business. The extensive regulation by both state and federal authorities of gaming activities also can be
significantly affected by changes in the political climate and changes in economic and regulatory policies. Such effects could be
materially adverse to us.

For example, a law passed by the Arizona legislature that took effect on September 19, 2007, purportedly makes it a felony to accept
or place a wager on a horse race anywhere in Arizona except at a licensed track or off-track betting parlor. We have since ceased to
accept wagers from Arizona residents. On September 26, 2007, we also ceased to accept all wagers from residents of the District of
Columbia afier the ORC informed us that it had concluded that ADW companies should no longer accept wagers from the District of
Columbia. Additionally, in connection with discussions with state officials, we agreed to temporarily stop accepting wagers from
Kansas, residents effective at the beginning of 2008. Customers from Arizona, the District of Columbia and Kansas in the aggregate,
represented 4.2% and 4.0% of handle for the years ended December 31, 2006 and 2007, respectively.

Laws and regulations proposed by Congress and various state legislatures or federal or state authorities that are directly
applicable to online and Internet gambling could have a material adverse effect on our business.

After nearly a decade of consideration, Congress recently passed Internet gambling legislation. The Unlawful Internet Gambling
Enforcement Act of 2006, or the UIGEA, was signed into law on October 13, 2006. The UIGEA includes certain racing protective
provisions by maintaining the status quo with respect to wagering activities under the Interstate Horseracing Act of 1978, as amended.
Certain versions of this legislation and other bills introduced in prior years have not included exemptions applicable to our business,
and we cannot be certain legislation wilt not be introduced in the future that could threaten to materially and adversely affect our
business.

A number of states have enacted, considered or are considering interactive and Internet gaming legislation and regulations which may
or may not be worded so as to permit our business to continue in such states; and anti-gaming conclusions and recommendations of
other governmental or quasi-governmental bodies could form the basis for new laws, regulations, or enforcement policies that could
have a material adverse effect on our business. International expansion of our business may be subject to regulation in those countries
in which it is made available. We believe that we can operate or license technology in numerous jurisdictions that allow telephone and
account wagering. However, we may not be able to obtain the approvals necessary to market our services in such jurisdictions.

If credit card companies, as a policy, refuse to process wagering account transactions as a result of perceived legal uncertainty
surrounding online live event wagering, our business and results of operations could be adversely affected.

Credit card companies may in the future become hesitant to process deposits, fees and online transactions by our customers. This
would limit the methods of payment available to our subscribers, reducing the convenience of our services, and may make competitive
services more attractive. This may adversely affect our business.

If the federal government or state governments impose taxes on wagers, our business could be adversely affected.

If one or more governmental authorities successfully asserts that we should collect taxes on wagers, it could adversely affect our
business. We do not currently collect taxes on wagers. We pay all applicable taxes to the State of Oregon where we are licensed and
currently regulated. However, one or more local, state or foreign jurisdictions may seek to tax Internet wagering when a subscriber is
physically within their jurisdiction at the time the wager is placed. Such taxes, if imposed, would have a material adverse effect on our
business.




If our license and content agreement with TVG is terminated or is not renewed, and if we are not able to license such content
directly from the track operators, our business and results of operations may be adversely affected.

TVG has formed purported exclusive relationships with a number of major U.S. horse racetracks. In May 2001, we entered into a
license and content agreement with TVG, Pursuant to this agreement, we have a non-exclusive license to access the simulcast audio,
video and data content, as well as the wagering pools, of certain racing content at these racetracks. If our agreement with TVG is
terminated or if such relationships between TVG and such racetracks are terminated or not renewed, and if, following any such
termination or non-renewal, we are not able to license such content directly from the track operators, our business and results of
operations may be adversely affected.

We face strong competition, and we expect competition to increase.

TVG, which operates an ADW website and the Television Games Network, is a direct competitor in the interactive, pari-mutuel
wagering market. The Television Games Network is a 24-hour national racing channel for distribution over cable, Dish Network and
DIRECTV ®, along with an in-home pari-mutuel wagering system that requires a dedicated television set-top box. Further expansion
of TVG'’s product and expansion of its purported exclusive relattonships may make it difficult for us to grow our subscriber base and
to obtain quality racing content. Additionally, if exclusive relationships account for a significant number of horse tracks, TVG may be
able to secure relationships with additional horse tracks on more favorable terms than us.

TVG is a business wholly-owned and operated by Gemstar-TV Guide International, Inc. (“Gemstar”). On December 6, 2007, Gemstar
agreed to be acquired by Macrovision Corporation. If Macrovision, or any subsequent acquirer of the TVG business, causes TVG to
operate in jurisdictions that TVG currently does not operate in, this expansion of TV(G's business will increase competition for us.

Magna and its affiliated ADW website XpressBet, and Churchill Downs and its affiliated ADW website Twinspires.com, are also
direct competitors in the domestic interactive, pari-mutuet wagering market. In March 2007, Magna and Churchill Downs announced
that they had formed a joint venture called TrackNet through which the companies’ horse racing content will be available to each
other’s various distribution platforms, including XpressBet and Twinspires, and to third parties, including racetracks, casinos and
other ADW providers such as Youbet. For more information about TrackNet, see “Business—Competition”.

We can not presently estimate the ultimate impact that the loss of Magna and Churchill Downs content will have on our business, and
we cannot be certain we will be able to secure TrackNet's content in the near or long term.

We also compete with several other companies, including the Racing Channel doing business as Oneclickbetting.com. Worldwide,
numerous other Internet and interactive ventures exist. We expect to compete with these entities, as well as new companies which may
enter the interactive, pari-mutuel gaming market. It is possible that our current and potential competitors may have greater resources
than us.

We are subject to debt covenants that we have not, and may not, be able to maintain compliance with, which could have
important consequences related to the success of our business.

At December 31, 2007, we owed $10.9 million under our credit facility. We have used debt primarily to finance operations in our
totalizator segment. The level of our indebtedness could have important consequences, including:

+ limiting cash flow available for general corporate purposes, including capital expenditures and acquisitions, because a portion of
our cash flow from operations must be dedicated to servicing our debt;

* limiting our ability to obtain additional debt financing in the future for working capital, capital expenditures or acquisitions;
* limiting our flexibility to react to competitive and other changes in our industry and economic conditions generally; and
* exposing us to risks inherent in interest rate fluctuations because our borrowings are at variable rates of interest.

In December 2006, we failed to satisfy certain financial covenants under our credit agreement, which resulted in a default under the
credit agreement and required us to negotiate with our lender to waive our default and amend the facility in March 2007. In October
2007, we negotiated another waiver of a default under the credit agreement arising from the seizure by the U.S. government of $1.5
million in connection with their investigation of IRG. In December 2007, we again failed to satisfy certain financial covenants under
our credit agreement, which resulted in yet another default under the credit agreement and required us to negotiate with our lender to
waive our default and amend the facility in March 2008,

Accordingly, we cannot assure you that our business will generate sufficient cash flow or perform sufficiently to satisfy the new
financial covenants that we are subject to under our amended credit agreement. Any default under our credit agreement and our




inability to obtain a waiver of such a default, or to obtain such a waiver on satisfactory terms, could result in our outstanding
indebtedness under the credit facility becoming immediately due and payable in the event our lender were to accelerate our debt under
the credit agreement. Such an acceleration on our indebtedness would have adverse consequences on our business and resuits of
operations.

Our inability to retain our relationships with our content providers would have a material adverse effect on our business.

We depend upon a limited number of suppliers for the majority of our content, and the cancellation or non-renewal of our license
agreements with any one of those suppliers, such as NYRA, would have a material adverse effect on our business.

Our inability to retain our core customer base or our failure to attract new customers would have a material adverse effect on
our business.

Qur data mining software generates detailed customer segmentation analyses based on variables such as wagering propensities and
preferences, which allows us to personalize our product offerings through targeted special offers tailored to specific customer
segments. We believe that these techniques help us to retain our best customers. In addition, our marketing relationships with the
Daily Racing Form and others help us attract new customers. If we are unable to retain our core customer base through robust content
offerings and other popular features, if we lose customers to our competitors, or if we fail to attract new customers, our businesses
would fail to grow or would be adversely affected.

System failures or damage from earthquakes, fires, floods, power loss, telecommunications failures, break-ins or other
unforeseen events could harm our business.

Qur business depends upon our communications hardware and our computer hardware. Currently, our hardware is stored in two
different locations. Our front end systems and internet connection hardware have been relocated to a Tier IV co-location facility in
Miami, Florida. Our backend systems are stored at a leased facility in Woodland Hills, California. We have built certain redundancies
into our systems to avoid downtime in the event of outages, system failures or damage, however, we do not have duplicate geographic
locations for our site of operations. Thus, our systems remain vulnerable to damage or interruption from earthquakes, floods, fires,
power loss, telecommunication failures, terrorist attacks, hardware or software error, computer viruses, computer denial-of-service
attacks and similar events. Despite any precautions we may take, the occurrence of a natural disaster or other unanticipated problems
could result in lengthy interruptions in our services. Any unscheduled interruption in the availability of our website and our services
results in an immediate, and possibly substantial, loss of revenue. Frequent or persistent interruptions in our services could cause
current or potential users to believe that our systems are unreliable, leading them to switch to our competitors or to avoid our site, and
could permanently harm our reputation and brand. These interruptions also increase the burden on our engineering staff, which, in
turn, could delay our introduction of new features and services on our website. We have property and business interruption insurance
covering damage or interruption of our systems. However, this insurance might not be sufficient to compensate us for all losses that
may occur.

We may not be able to respond to rapid technological changes in a timely manner or without service interruptions, which may
cause customer dissatisfaction.

The gaming sector is characterized by the rapid development of new technologies and continuous introduction of new products. Our
main technological advantage versus potential competitors is our software lead-time in the market and our experience in operating an
Internet-based wagering network. However, we may not be able to maintain our competitive technological position against current and
potential competitors, especially those with greater financial resources. Our success depends upon new product development and
technological advancements, including the development of new wagering platforms. While we expend a significant amount of
resources on research and development and product enhancement, we may not be able to continue to improve and market our existing
products or technologies or develop and market new products in a timely manner. Further technological developments may cause our
products or technologies to become obsolete or noncompetitive.




If we were to lose the services of key personnel, we may not be able to execute our business strategy.

Our future success depends in a large part upon the continued service of key members of our senior management team. They are
critical to our overall management, as well as the development of our technology, culture and strategic direction. Our future success
depends on our ability to identify, attract, hire, train, retain and motivate highly skilled technical, managerial, marketing,
finance/accounting and customer service personnel. Competition for such personnel is intense, and we may not be able to retain and
attract such employees.

Our operating results fluctuate seasonally and may be adversely impacted by a reduction in live racing dates as a result of
regulatory factors.

We experience significant fluctuations in quarterly operating results as a result of the seasonality associated with the racing schedules.
Generally, revenue is greater in the second and third quarters of the calendar year. We carry a limited number of live racing dates and
the number of live racing dates varies somewhat from year to year. The allocation of live racing dates in most of the jurisdictions is
subject to regulatory approval from year to year and, in any given year, there may not be the same or more racing dates than in prior
years. A significant decrease in the number of live racing dates would reduce our revenue and cause our businesses to suffer,

If the horse racing tracks that we carry experience unfavorable weather, it may cause races to be cancelled which would
reduce our revenue and cause our business to suffer.

Because horse racing is conducted outdoors, unfavorable weather conditions, including extremely high or low temperatures, excessive
precipitation, storms or hurricanes, may cause races io be cancelled. For example, in the fourth quarter of 2005, due largely to
inclement weather, we carried 300 fewer races at predominantly premier tracks, than in the fourth quarter of 2004, Because a
substantial portion of our operating expenses is fixed, a reduction in the number of races held or in the number of horses racing due to
unfavorable weather would reduce our revenue and cause our business to suffer.

A horse racing industry controversy could cause a decline in bettor confidence and result in changes to legislation, regulation
or industry practices, which could materially reduce the amount wagered on horse racing and increase our costs, and
therefore, adversely affect our revenue and operating results.

A horse racing industry controversy could cause a decline in bettor confidence and result in changes to legislation, regulation or
industry practices. For example, on October 26, 2002, in connection with the Breeders” Cup World Thoroughbred Championships
heid at Arlington Park in Chicago, Illinois, only one person placed winning bets on the Pick 6, a bet to pick the winning horse in six
consecutive races. The bettor purchased all six winning tickets, valued at more than $2.5 million, through an off-track betting
telephone system. Payment of the winnings was withheld when an examination of the winning bets revealed an unusual betting
pattern. Scientific Games Corporation, the parent company of Autotote Systems, Inc., later announced that it had fired an employee
who had allegedly accessed the totalizator system operated by Autotote Systems, altered the winning Pick 6 tickets, and erased the
record of his access. The Federal Bureau of Investigation conducted an investigation, and three individuals pled guilty in federal court
to conspiring to commit fraud and money laundering. Industry controversy, like the Pick 6 matter, could result in a perceived lack of
integrity or security, a decline in bettor confidence, and could lead to a decline in the amount wagered on horse racing. Any such
controversy could lead to changes in legislation, regulation or industry practices, which could result in a material reduction in the
amount wagered on horse racing and in the revenue and earnings of companies in the horse racing industry, including us.

The inability of our systems and controls to handle online security risks would have a material adverse effect on our business.

We use packet filters, fire walls and proxy servers which are all designed to control and filter the data allowed to enter our data
centers. However, advances in computer capabilities, new discoveries in the field of cryptography or other events or developments
may make it casier for someone to compromise or breach the technology we use to protect our subscribers’ transaction data. If such a
breach of security were to occur, it could cause interruptions in service and loss of data or cessation in service to our subscribers. This
may also allow someone to introduce a “virus” or other harmful component to Youbet causing an interruption or malfunction.

To the extent our activities involve the storage and transmission of information such as credit card numbers, security breaches could

damage our reputation and expose us to a risk of loss or litigation and possible liability. Our insurance policies might not be sufficient
to reimburse us for losses caused by such security breaches.
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Risks Related to United Tote

United Tote’s totalizator business depends on its relationships with its track and other partners for a substantial portion of its
revenue. The loss of all or 2 portion of these relationships could result in the failure to realize the expected level of revenue
from United Tote’s totalizator business.

United Tote has contracts to provide totalizator services to more than 100 tracks and other sporting venues that accept wagers, such as
Jai Lai. As a result, the success of United Tote depends, in part, on our ability to maintain successful relationships with United Tote’s
contract partners. Should these contract partners discontinue purchasing totalizator services from United Tote, we will fail to realize
our expected level of revenue from United Tote’s totalizator business.

United Tote’s totalizator business depends on the total amount of wagers placed with its track partners.

Many of United Tote’s contracts provide that it will receive a percentage of the pari-mutuel wagering pools for which it provides
totalizator services. As the amount of pari-mutuel pools increase, United Tote’s revenue increases. Accordingly, a decrease in wagers
placed at one or more of United Tote’s contract partners could cause a decline in United Tote’s wagers {(or revenue) and, in tum, our
consolidated revenue as the owner of United Tote. Further, any material reduction by any one of United Tote’s contract partners in its
level of commitment of resources, funding, personnel, and interest in continued development of horse racing or other wagering-based
businesses could cause a decline in wagering and United Tote’s and our consolidated revenue.

United Tote’s totalizator business depends upon leading with and responding to technological changes.

United Tote’s success depends upon new product development and technological advancements, including the development of more
advanced wagering terminals. While United Tote devotes resources to research and development and product enhancement, it may not
be able to continue to improve and market existing products or technologies or successfully develop and market new products in a
timely manner. Further.technological developments by competitors may cause United Tote products or technologies to become
obsolete or noncompetitive,

Risks Related to Ownership of Our Common Stock

If we fail to continue to meet all applicable Nasdaq Capital Market requirements and Nasdaq determines to delist our
common stock, the delisting could adversely affect the market liquidity of our common stock, impair the value of your
investment and harm our business.

Our common stock is listed on the Nasdaq Capital Market. In order to maintain that listing, we must satisfy minimum financial and
other requirements. One such requirement is a $1.00 per share minimum bid price. As of March 28, 2008, our commeon stock has not
met the $1.00 per share minimum bid price requirement for 30 consecutive business days, and on March 31, 2008, Nasdaq delivered a
notice regarding our noncompliance with their continued listing requirements. If we are unable to demonstrate compliance within the
applicable grace period, our common stock will be delisted after that time.

We may seek stockholder approval to effect a reverse stock split to cause an increase in the trading price of our common stock to a
level above the minimum bid price requirement. However, a reverse stock sptit may not prevent the common stock from dropping
back down towards the Nasdaq minimum per share price requirement or below the required level. It is also possible that we would
otherwise fail to satisfy another Nasdaq requirement for continued listing of our common stock.

If we fail to continue to meet all applicable Nasdag Capital Market requirements in the future and Nasdaq determines to delist our
common stock, the delisting could adversely affect the market liquidity of our common stock, adversely affect our ability to obtain
financing for the continuation of our operations and harm our business. This delisting could also impair the value of your investment.




The share price of our common stock may be volatile and can decline further.
The trading price of our common stock has been volatile and is likely to continue to be volatile. Our stock price could be subject to
wide fluctuations in response to a variety of issues, including broad market factors that may have a material adverse impact on our
stock price, regardless of actual performance. These factors include the following:

+ periodic variations in the actual or anticipated financial results of our business or that of our competitors;

* downward revisions in securities analysts’ estimates of our future operating results or of the future operating results of our
competitors;

* material announcements by us or our competitors;
+ public sales of a substantial number of shares of our common stock; and
» adverse changes in general market conditions or economic trends or in conditions or trends in the markets in which we operate.

If our quarterly results are below the expectations of securities market analysts and investors, the price of our common stock
may decline further.

Many factors, including those described in this report, can affect our business, financial condition and results of operations, which
makes the prediction of our financial results difficult. These factors include:

* changes in market conditions that can affect the demand for horse race wagering;

* general economic conditions that affect the availability of disposable income among consumers; and

* the actions of our competitors.

If our quarterly operating results fall below the expectations of securities market analysts and investors due to these or other risks,
securities analysts may downgrade our common stock and some of our stockholders may seil their shares, which could adversely
affect the trading prices of our common stock.

We have the ability to issue additional equity securities, which would lead to further dilution of our issued and outstanding
commeon stock. '

The issuance of additional equity securities or securities convertible into equity securities would result in dilution of then-existing
stockholders’ equity interests in us. Our Board of Directors has the authority to issue, without vote or action of stockholders, up to
1,000,000 shares of preferred stock in one or tnore series, and has the ability to fix the rights, preferences, privileges and restrictions of
any such series. Any such series of preferred stock could contain dividend rights, conversion rights, voting rights, terms of
redemption, redemption prices, liquidation preferences or other rights superior to the rights of holders of our commen stock. If we
issue convertible preferred stock, a subsequent conversion may dilute the current common stockholders’ interest. Qur Board of
Directors has no present intention of issuing any such preferred stock, but reserves the right to do so in the future. In addition, we may
issue up to approximately 57.9 million shares of common stock that are authorized but not issued, and as of December 31, 2007,
approximately 3.4 million shares of our authorized but unissued shares of common stock in the aggregate were issuable upon the
exercise of vested options.
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PROPERTIES

-

As of December 31, 2007, Youbet owned no real property. Youbet currently leases its facilities for administrative, service and/or sales
activities. The terms of the leases for our leased facilities expire at various dates from June 2007 to December 2016. The following
table sets forth the location, business segment, approximate square footage and purpose of our properties as of December 31, 2007:

Locatign Business Segment Square Footage Use
Woodland Hills, California ADW 30,000 Administrative
Willemstadt, Curacao ADW 3,500 Sales -
Louisville, Kentucky Totalizator 26,900 Service

San Diego, California Totalizator 12,103 Sales/Service
Ottawa, Canada Totalizator 2,000 Sales/Service
Portland, Oregon Totalizator 1,750 Service

Youbet believes that its facilities are adequate for its current and anticipated future levels of operations. The Wiltemstadt, Curacao
office was closed down on February 15, 2008.

LEGAL PROCEEDINGS

On September 19, 2007, Colonial Downs, L.P. and the Virginia Horsemen’s Benevolent and Protective Association filed a lawsuit
against us in the U.S. District Court for the Eastern District of Virginia alleging that we are operating as an ADW provider in the
Commonwealth of Virginia and seeking a declaration of the rights and obligations of the parties under the Virginia Horse Racing and
Pari-Mutuel Wagering Act. The complaint also seeks injunctive relief enjoining us from conducting ADW operations in Virginia until
we contract with the plaintiffs and obtain a license under the Virginia statute and regulations. We recently reached an agreement in
principle with Colonial Downs, L.P., the Virginia Horsemen's Benevolent and Protective Association, the Virginia Racing
Commission (“VRC”) and the Commonwealth of Virginia. Terms of the settlement are expected to include mutual releases by the
parties of all claims and dismissal of the litigation. As part of the agreement, we promptly refreshed our application for an ADW
license from the VRC, and the settlement and dismissal of the litigation is conditioned upon the issuance of an ADW license by the
VRC. Also as part of the agreement, we expect to pay source market fees on handle from Virginia residents effective as of January 1,
2008, and continuing for a period of three years. In 2008, we also expect to pay additional fees of $150,000 spread over evenly four
calendar quarters. Our operations in Virginia were not interrupted while this lawsuit was pending and are expected to continue while
the settlement is finalized and documented and while Youbet’s updated license application is processed.

A search warrant was served on the company on October 4, 2007 at its headquarters in Woodland Hills, California, by federal agents,
accompanied by agents of the Nevada Gaming Control Board, for various records including, among other things, business records of
IRG related to the wagering activities of certain customers. The investigation is being conducted by the U.S. Attorney’s Office in Las
Vegas, Nevada. We were advised that the U.S. Attorney’s Office is investigating a potentially wide net of activities of certain
individuals who may have used telephone rebate wagering services, including those offered by IRG, in an allegedly illegal manner. In
connection with its investigation, the U.S. government on October 11, 2007, took possession of approximately $1.5 million held in
IRG bank accounts by way of civil asset forfeiture.

Following the seizure of the IRG accounts, ORC issued a notice to commence proceedings seeking suspension of IRG’s license based
upon IRG’s alleged noncompliance with ORC requirements. IRG contested the ORC’s complaint and requested a hearing. Prior to the
scheduling of a hearing date, we shut down IRG operations and entered into a Stipulated Order of License Surrender with the ORC,
pursuant to which IRG and the ORC agreed that IRG would voluntarily surrender the license issued by the ORC, IRG would not re-
apply for a hub license in Oregon, and the ORC would deem the allegations in their notice to be resolved and not pursue them.

On March 14, 2008, we entered into two separate agreements with the U.S. Attorney’s Office in Las Vegas. Pursuant to the first
agreement, the U.S. Attorney’s Office agreed not to pursue any charges against Youbet or IRG in exchange for our continued
cooperation with the government’s ongoing investigation. In a separate agreement, we agreed to forfeit approximately $1.5 million
reviously seized by the government as part of its investigation. For more information, see “Risk Factors—The U.S. government’s
investigation into the wagering activity of certain IRG customers may adversely affect our financial condition, results of operations
nd the price of our common stock™.

e also are party to various legal proceedings that are ordinary and incidental to our business. We do not expect that any of these
urrently pending legal proceedings will have a material adverse impact on our consolidated financial position, consolidated resulis of
perations or cash flows.
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MARKET FOR COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER PURCHASES OF EQUITY
SECURITIES

Market Information

Our common stock currently trades on the Nasdaq Capital Market under the symbol “UBET"”. The following table sets forth, for the
periods indicated, the high and low closing price per share for our common stock.

Hig| Low
Year Ended December 31, 2006:

First Quarter $ 556 % 3.71
Second Quarter : 539  4.04
Third Quarter 487 349
Fourth Quarter 453 319
Year Ended December 31, 2007;
First Quarter $ 375 % 253
Second Quarter 339 244
Third Quarter 246  1.61
Fourth Quarter . 206 0.79

On December 31, 2007, the closing sale price per share of our common stock as reported on the Nasdaq Capital Market was $1.12 per
share. As of December 31, 2007, we had 305 stockholders of record.

Purchases of Equity Securities by Youbet

In March 2007, our board of directors authorized a $10.0 million repurchase of up to two million shares of our common stock and, in
April 2007, we reached an agreement with our lender to amend our credit agreement to allow for this repurchase program. Share
repurchases are administered by a special committee of directors, must be made on or before March 31, 2009, but may not be made at
any time we are in default under the terms of our credit agreement or do not meet certain liquidity thresholds. Since the inception of
this repurchase program and for the year ended December 31, 2007, we have repurchased 586,766 shares of our common stock at a
weighted average price of $1.71 per share for an aggregate purchase price of approximately $1.0 million. We used cash on hand and
cash provided by operating activities to fund these share repurchases.

Comparison of Cumulative Total Returns

The chart below compares the performance of Youbet’s common stock with the performance of the Nasdaq Composite and a peer
group index by measuring the changes in common stock prices from December 31, 2002 through December 31, 2007. Pursuant to the
SEC’s rules, we created a peer group index with which to compare our own stock performance since a relevant published industry or
line-of-business index does not exist. We have selected a grouping of companies that have lines of business similar to our own. All of
the companies included in the peer group index are also engaged in other businesses in which Youbet does not participate. The
common stocks of the following companies have been included in the Peer Group Index: Churchill Downs, Inc., Magna Entertainment
Corp. and Gemstar-TV Guide International, Inc. The chart assumes $100 was invested on December 31, 2002 in Youbet’s common
stock and in each of the foregoing indices. The stock performance shown on the graph below is not necessarily indicative of future|
price performance.
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COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Youbet.com, nc., The NASDAQ Composite Index
And A Peer Group
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* $100 invested on 12/31/02 in stock or index-including reinvestment of dividends.
Fiscal year ending December 31. ' '

Dividends

We have never declared or paid any dividends on our commeon stock. We intend to retain any future earnings primarily for use in the
operation and expansion of our business. Consequently, we do not anticipate paying any cash dividends on our common stock to our
stockholders for the foreseeable future. Qur ability to declare or pay dividends in the future may be dependent upen our financial
condition, results of operations, capital requirements, terms of any debt instruments or preferred stock then outstanding and such other
factors as our board of directors may deem relevant at the time.
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SELECTED CONSOLIDATED FINANCIAL DATA

The following selected consolidated financial data should be read in conjunction with our consolidated financial statements and notes
thereto and “Management’s Discussion and Analysis of Financial Condition and Results of Operations” appearing elsewhere in this
report.

Years ended December 31,
2007(1) 2006 (2) 2005(3) 2004 2003
(in thousands, except per share data)

Statement of Income Data

Revenues $ 138,193 § 136400 $ 88,837 § 65249 $ 54,147
Operating costs (4) 162,560 137,724 85.000 63.868 58,150
Income (loss) from continuing operations before income tax (benefit) (24,367) (1,324) 3,837 1,381 (4,003)
Income tax (benefit) 2,083 734 (1.854) ___(3.250) —
Income (loss) from continuing operations (26,450) (2,058) 5,691 4,631 {(4,003)
Income (loss) from discontinued operations (5) (924) 27 — — —
Net income (loss) $ 273748 (2031)§ 5691 § 4631 S (4003)
Earnings (loss) per share:
Basic

Income (loss) from continuing operations § (©63)% (006)$ 018 § 0.6 § (0.15)

Income (loss) from discontinued operations (0.02) 0.00 — — —

Net income (loss) (0.65) (0.06) 0.18 0.16 (0.15)
Diluted .

Income {loss) from continuing operations $§ (063)3 (@©006)F 016 $§ 014 § (0.15)

Income (loss) from discontinued operations (0.02) 0.00 — — —

Net income (loss) (0.65) {0.06) 0.16 0.14 (0.15)
Selected Balance Sheet Data '
Cash and cash equivalents $ 6551 % 21,051 % 16,686 $ 13287 § 8,274
Working capital (deficit) (13,256) 5,019 12,015 8,876 2,372
Total assets 65,050 105,605 40,829 25,442 18,852
Current portion of long-term debt 10,390 8,311 620 n —
Long-term debt, net of current portion 4,767 12,054 178 158 —
Stockholders’ equity 21,025 52,714 22,884 14,098 7,730

(1) In September and December of 2007, we recognized impairments of goodwill and intangible assets. See Note 16 to our
consolidated financial statements at the end of this report. Further, on October 2007, $1.5 million in cash held by IRG was
seized by U.S. government related to the investigation of certain customers who are alleged to have used telephone rebate
wagering services in an illegal manner. As of December 31, 2007, we had fully reserved for this seized amount. See “Legal
Proceedings” for more information.

(2) In February 2006, we acquired United Tote, and in October 2006, we acquired Bruen Productions. See Note 14 to our
consolidated financial statements at the end of this report.

(3) InJune 2005, we acquired IRG. See Note 14 to our consolidated financial statements at the end of this report.

(4)  An arbitration award related to an audit of amounts paid to TVG under our license agreement with TVG for the period April
2002 through March 2005 and associated legal fees totaled $2.7 million in 2006.

(5) In December 2007, we sold Bruen Productions. See Note 17 to our consolidated financial statements at the end of this report.
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Selected Unaudited Quarterly Results of Operations

In the opinion of management, the accompanying unaudited quarterly financial information presented below includes all adjustments
which management considers necessary to present fairly the results of its operations for the periods presented below in conformity
with accounting principles generally accepted in the United States of America. This quarterly financial information has been prepared
consistently with the accounting policies described in the accompanying audited consolidated financial statements for the year ended
December 31, 2007. The results of operations for the periods presented below are not necessarily indicative of the results of operations

to be expected in the future.

Fiscal quarters ended

2007

2006

Mar, 31

Jun. 30

Sep. 30

(in thousands, except per share data)

Dec. 31(2) Mar. 31(3)

Jun. 30 _ Sep.30

Dec. 31{4)

Revenues $ 34822 $ 37256 $ 38036 $ 28079 $ 27756 $ 39,590 § 37,050 $ 32,005
Costs and expenses
Track fees 14,625 13,664 13,138 8,683 11,578 14,783 14,171 11,865
Licensing fees 2,823 5,617 6,991 4,379 3,104 6,176 6,043 6,644
Network operations 1,298 1,384 1,154 1,340 1,283 1,517 1,335 1,213
Contract costs 3,763 4,305 4,258 4,259 1,934 3,858 4,150 3,606
Cost of equipment sales 88 121 189 31 90 444 58 84
22,597 25,091 25,730 18,692 17,989 26,718 25,757 23,412
Gross profit 12,225 12,165 12,306 9,387 9,767 12,812 11,293 8,593
Operating expenses
General and administrative 5,257 4,677 4,930 10,530 4417 5,574 6,192 7,426
Sales and marketing 2,509 3,982 2,409 2,639 2,071 2,482 2,399 2,511
Research and development 927 919 1,024 1,400 766 908 " 813 723
Depreciation and amortization
including intangibles 1,875 2427 3,196 2,872 1,140 1,730 2,204 1,749
Goodwill and intangible
impairment writedown — — — 17.879 = — o —
10,568 12,005 _ 11,559 35,320 8,394 10,694 11,608 12,409
Income (loss) from continuing
operations 1,657 160 747 (25,933) 1,373 2,118 (315)  (3,816)
Interest expense (257) 37N (222) (295) 3N (404) (413) (561)
Other income {expense) 10 9 27 107 102 493 161 (32)
Income (loss} from continuing
operations before income tax
{benefit) 1,410 (208) 552 (26,121) 1,444 2,207 (567)  (4,409)
Income tax (benefit) (230) (18) {59) 2,390 95 12 (127) 754
Income from continuing operations 1,640 (190} 611 (28,511) 1,349 2,195, (440)  (5,163)
Income (loss) from discontinued
operations (1}(5) (34) (167) (544) (159) — — — 27
Net income (loss) 158 § (35 § 67 § (28670) § 1349 $ 2,195 § (440 3 (5,136)
Net income per common share,
diluted
Income (loss) from continuing
operations $ 004 $ (000)% 001 § (068) § 004 $ 006 § (001)3 (0.14)
Income (loss) from discontinued
operations (0.00) (0.00) (0.01) (0.00) — — — (0.00)
Net income (loss) per common
share 0.04 (0.01) 0.00 (0.68) 0.04 0.06 (0.01) (0.14)

(1) We recognized impairment of goodwill in Bruen Productions in the third quarter of 2007.
(2) Tn October 2007, $1.5 million held in IRG bank accounts was seized by U.S. government as part of its investigation of certain
individuals who may have used telephone rebate wagering services in an illegal manner. As of -December 31, 2007, we had fully
reserved for this seized amount. See “Legal Proceedings” for more information.
(3) United Tote was acquired in February 2006.
(4) Bruen Productions was acquired in October 2006. An arbitration award related to an audit of amounts paid to TVG under our
license agreement with TVG for the period April 2002 through March 2005 and associated legal fees totaled $2.7 million in 2006.
(5) In December 2007, we sold Bruen Productions. See Note 17 to our consolidated financial statements at the end of this report.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
Overview

We are a diversified provider of technology and pari-mutuel horse racing content for consumers through Internet and telephone
platforms and a leading supplier of totalizator systems, terminals and other pari-mutuel wagering services and systems to the pari-
mutuel industry.

To date, we have focused on the United States pari-mutuel horse race wagering market through our main product, Youbet Express*™,
which features online wagering, simulcast viewing, and in-depth, up-to-the-minute information on horse racing. Our customers
receive interactive, real-time audio/video broadcasts, access to a comprehensive database of handicapping information, and, in most
states, the ability to wager on a wide selection of horse races in the United States. We are working to expand the Youbet Express™
brand, its products, and its services throughout the United States and in select international markets.

Based on information compiled by The Jockey Club, over 88% of pari-mutuel wagers, or handle, on thoroughbred racing in the United
States were placed at locations away from the host track. We believe the shift toward off-track wagering has been driven by the
betting public’s desire for convenience and access to a broader range of content. Our website, www.youbet.com, enables our customers
to securcly wager on horse races at over 150 racetracks worldwide from the convenience of their homes or other locations. Qur
customers receive the same odds and expected payouts they would receive if they were wagering directly at the host track and their
wagers are placed directly into the track betting pools,

We strive to appeal to both new and experienced handicappers by providing a user-friendly “one-stop-shop” experience. To place a
wager, customers open an account and deposit funds with us via several convenient options, including our ExpressCash system, which
links our customers’ wagering accounts directly to their personal checking accounts, To enable our customers to make informed
wagers, we provide 24-hour access to up-to-the minute track information, reai-time odds and value-added handicapping products, such
as Turfday Super Stats, a comprehensive database of racing statistics and a grading system to assess trainers, jockeys and horses. Our
customers can view high-quality, live audio/video broadcasts of races as well as replays of a horse’s past races. Our convenient
automated services are complemented by our player service agents, who are available 15 hours a day, seven days a week to provide
technical support and address any wagering or funding questions.

Our content partners provide us the same live satellite feeds that they normally broadcast at the track and to off-track betting facilities
(“OTBs"). As a result, our partners have the opportunity to increase the total handle wagered on their racing signal, which we believe
leads to higher revenues for the host track and a higher quality of racing through larger purses for the horse owners. In return, we
receive a commission, or a percentage of their wager (handle), from the race tracks.

Our acquisition of United Tote Company in February 2006 diversified our product offerings and furthered our efforts to be the pari-
‘mutuel industry’s leading end-to-end technology provider. United Tote is a leading supplier of totalizator systems (equipment and
technology that processes wagers and payouts) and processes more than $7 billion in handle annually on a global basis, approximately
90% of which is North American pari-mutue] handle. United Tote supplies pari-mutuel tote services to approximately 100 racing
facilities in North America and additional facilities in the Philippines and other foreign markets.

We have two reportable segments for accounting purposes. Qur ADW segment consists of our core Youbet Express operations, as
well as IRG which closed as of February 15, 2008, and Bruen Productions, which we sold in December 2007. For information on IRG
and Bruen Productions, see Note 17 “Discontinued Operations” and Note 18 “Subsequent Event”, respectively, in our consolidated
financial statements at the end of this report. United Tote operations constitute a separate totalizator segment. For information
regarding results for each segment, see Note 15 “Segment Reparting” in aur consolidated financial statements at the end of this report.
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Results of Operations for 2007 Compared to 2006

Revenues

Total revenues increased $1.8 million, or 1.3%, for 2007 compared to 2006. ADW segment revenue increased $0.5 million, or 0.4%,
and totalizator segment revenues increased $1.3 million largely due to inciuding full year results for United Tote (acquired in mid-
February 2006) in 2007, The increase in our ADW segment reflects a $5.9 million, or 6.4%, increase in Youbet Express revenues,
offset by a $5.5 million, or 25%, decrease in IRG revenues. Following the commencement of the investigation involving IRG's
business by the U.S Attorney’s Office in Las Vegas, Nevada, the IRG business was adversely impacted by a reduction of its player
base and wagering handle, eventually resulting in our decision to shut down IRG’s operations cn February 16, 2008,

Total wagering handle for 2007 was $716.0 miilion, a decrease of $47.0 million, or 6.2%, with Youbet Express and IRG experiencing
an increase {decrease) of 4.4% and (22.6%), respectively, when compared to 2006. We believe the increase in the Youbet Express
handle was driven primarily by an increase in our marketing activity, including player award programs offered in 2007.

Youbet Express and IRG’s total blended yield (defined as commission revenue less track and licensing fees as a percentage of handle)
was 5.6% in 2007, up from 4.7% in the prior year, reflecting our efforts to increase handle on higher yielding tracks and the significant
revenue decline in the lower-yielding IRG handle. In 2007, we generated a 7.2% yield on Youbet Express handle and a 2.4% yield on
IRG handle, compared to 6.1% and 2.4%, respectively, in the 2006 period. We believe that yield is a useful measure to evaluate
operating results and profitability. Yield, however, should not be considered an alternative to operating income or net income as
indicators of Youbet’s financial performance and may not be comparable to similarly titled measures used by other companies.

Revenue generated by our United Tote operations in 2007 included contract revenue associated with the service of totalizator systems
of $23.3 million and equipment sales of $0.9 million, an increase of $1.7 million and a decrease of $0.4 million, respectively,
compared to 2006. '

Operational Expenses

Track Fees: Track fees primarily consist of amounts paid and payable to various tracks. Track fees decreased $2.3 million, or 4.4%, in
2007 compared to 2006. The decrease is consistent with decreased handle and relates primarily to a $3.8 million reduction of track
fees associated with IRG’s operations.

Licensing Fees: Licensing fees represent amounts paid and payable under our license and content agreement with TVG. For 2007,
these fees decreased $2.2 million, or 9.8%, compared to 2006, primarily due to changes in track mix and the decline in wagering
handie at IRG.

Network Operations: Network operations expense decreased $0.2 million, or 3.2%, for 2007 compared to 2006, primarily due to
reduced handle associated with the operations of IRG and improved cost control.

Contract Costs: Contract costs are from United Tote’s operations and represent those costs associated with earning totalizator
servicing contract revenue at tracks, Contract costs increased $3.0 million, or 22.4%, for the year ended December 31, 2007 compared
to 2006 largely because of the mid-February 2006 acquisition of our United Tote subsidiary, increased data communication costs of
$0.5 million, professional fees for SOX compliance of $0.1 million and payroli related costs.

Equipment Costs: These costs relate to United Tote’s operations and represent those costs associated with earning equipment sales
revenue. Equipment costs for 2007 declined $0.2 million or 36.3%, when compared with 2006, due to the decline in equipment sales.

Research and Development: Research and development expense increased $1.1 million or 33.0% for 2007, compared to 2006. The
2007 increase is primarily due to a full year’s research and development expense at United Tote, which was acquired in February
2006, reduced capitalization of research and development costs due to a fewer number of projects and the write-off of costs associated
with several work-in-progress projects, including $0.3 million relating to a player activity tracking/accounting system for our IRG
operations. We will continue to invest in the development of our network infrastructure and to support continued technology upgrades,
which may increase our research and development expenses in the future.
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Sales and Marketing: Sales and marketing expense increased $2.1 million, or 21.9%, for the year ended December 31, 2007 compared
to the same period of 2006 largely due to increased marketing expenditures in the second and third quarters of 2007. This increase was
primarily at Youbet Express and resulted from increased business development efforts and marketing programs, including expanded
print and television advertising and race track promotional expenses, targeted at reducing the impact of the loss of TrackNet content.

General and Administrative; General and administrative expense increased $1.8 million, or 7.6%, for the year ended December 31,
2007 compared to the same period of 2006. While reductions in payroll and incentive compensation, and consulting costs as well as
the nonrecurring legal expenses associated with a prior-year arbitration with TVG and bank debt refinancing accounted for
approximately $0.8 million of expenses in 2006 that were not incurred in 2007. These reductions were offset by the full year impact of
the 2006 acquisition of United Tote; a $0.8 million and $0.6 million increase to IRG’s and United Tote’s bad debt reserves,
respectively; and a $1.5 million reserve established as a result of the U.S. Attorney’s seizing IRG funds from its Nevada’s bank
accounts in October 2007. Approximately $1.0 million in legal expense was incurred in the fourth quarter relating to the IRG
investigation. Additionally, in connection with restructuring the company’s cost structure and shutting down the IRG business, the
company recorded severance/termination charges of $0.5 million and $2.0 million for IRG and Youbet Express, respectively, in the
fourth quarter of 2007,

General and administrative expense, as a percentage of total revenues, increased to 18.3% for the year 2007 from 17.3% in the same
period of 2006. )
Depreciation and Amortization: Depreciation and amortization increased $3.5 million compared to the year ended December 31,
2006. This increase was primarily due to the impact of 2007 capital spending, a full years’ depreciation expense and intangible
amortization expense at United Tote, which was acquired in the middle of the first quarter of 2006, the final purchase price allocation
for that company, completed at year-end 2006 and the amortization of $0.5 million of capitalized software development costs
associated with our King Contest product in the third quarter of 2007.

Impairment Write downs; As a result of substantially reduced business levels following the commencement in October 2007 of the
U.S. government investigation involving the IRG business, we concluded that the intangible assets associated with the IRG business
(attributable to customer lists and a non-competition agreement, as well as amounts accrued with respect to a potential earn-out
payment based on IRG’s historic performance and due August 31, 2008) were impaired. In light of the future outlook for the IRG
business under the continuing investigation, we recorded an impairment charge for the intangibles associated with the IRG business of
$9.9 million, consisting of $6.7 million in the unamortized balance of prior earn-out payments and $3.2 million of earned but unpaid
earn-out payments due August 31, 2008. In connection with our exploration of strategic alternatives for United Tote, we re-evaluated
the goodwill related to United Tote. As part of this evaluation, we compared the current estimated fair value to the carrying value of
goodwill, and on March 25, 2008, we concluded that United Tote goodwill was impaired as of December 31, 2007. The total amount
of this non-cash impairment charge was $8.0 million.

Interest Expense: Interest expense decreased to $1.8 million in 2007 compared to $2.0 million in the same period of 2006. The
decrease is primarily due the paydown of the Company’s bank debt. Interest expense is related to our credit facility and, to a lesser
extent, the unsecured promissory notes issued in connection with our February 2006 acquisition of United Tote and capitalized leases.

Other Income: Other income decreased $0.6 million compared to 2006 primarily due to an early termination fee received by United
Tote in the second quarter of 2006.

Income Taxes: Income taxes were negatively impacted by several permanent and non-permanent book/tax differences such as
amortization of intangibles, asset impairments, stock based compensation and depreciation. Additionally, the company increased its
valuation allowance relating to deferred tax assets for net operating loss carryforwards by $2.9 million. According to Statement of
Financial Accounting Standards Board Statement (*SFAS™) No. 109, “Accounting for Income Taxes,” a deferred tax asset should be
reduced by a valuation allowance if, based on the weight of available evidence, it is more likely than not that some portion or all of the
deferred tax asset will not be realized. All available evidence, both positive and negative, must be considered in determining the need
for a valuation allowance. For 2007, positive evidence we considered included future revenue and expenses, reversals of book to tax
temporary differences, and the implementation of and/or ability to employ various tax planning strategies. Negative evidence included
book and tax losses generated in prior periods, and the inability to achieve forecasted results for those periods. The company
concluded that a valuation allowance was warranted against a portion of its net operating loss carry forwards. On January 1, 2007, we
adopted Financial Accounting Standards Board Interpretation No. (“FIN™) 48, Accounting for Uncertamty in Income Taxes, which had
no effect on our financial statements or related disclosures.

Discontinued Operations: Effective December 31, 2007, we sold Bruen Productions back to the original owner (David Bruen). For the
year ended December 31, 2007, Bruen generated a loss of $0.9 million, which includes a $0.4 million third quarter charge for the
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impairment of goodwill. For more information regarding the sale of Bruen Productions, see “Business — Acquisitions and
Dispositions”.

Results of Operations for 2006 Compared to 2005
Revenues

Total revenues increased $47.8 million or 54% for 2006, compared to 2005. This increase is primarily attributable to several factors:
the acquisition of United Tote in February 2006 and Bruen Productions in October 2006, which contributed $22.8 million and $0.3
million in revenue, tespectively; the first full year of IRG’s operations (acquired in June 2005 and discussed in the next two
paragraphs), which contributed $15.3 million in revenue; and $9.4 million from continued growth in our Youbet Express operations
for reasons also discussed in the next two paragraphs.

Handle for the year ended December 31, 2006 was $763.0 million, an increase of 61.5% from the prior year. This increase was due to
$222.0 million of additional IRG handle included in the total for the year 2006, coupled with a $68.5 million increase in Youbet’s
handle. In addition to IRG operations being included for a full year for the first time, we believe these increases in handle were driven
primarily by an increase in our marketing activity, including player award programs offered in 2006.

In addition, blended yield, commission revenue less track and licensing fees, as a percentage of handle was 4.7% during 2006,
compared to 5.9% during 2005 reflecting the impact of the lower-yielding IRG handle. We generated a 6.1% yield on Youbet handle
and a 2.4% yield on IRG handle. The 4.7% yield is a decline from the 2005 yield of 5.9% due to a change in year-over-year track mix,
coupled with IRG handle representing a larger share of our total overall handle. We believe that yield is a useful measure to evaluate
operating results and profitability. Yield, however, should not be considered an alternative to operating income or net income as
indicators of Youbet’s financial performance and may not be comparable to similarly titled measures used by other companies.

Revenue generated by our United Tote operations in 2006 included contract revenue associated with the service of totalizator systems
of $21.6 miliion and equipment sales of $1.3 million.

Operating Expenses

Track Fees: Track fees increased 37%, or $14.2 million, for 2006 compared to 2005. The increase was primarily due to $10.8 million
of track fees associated with IRG’s first full year of operations, which we acquired in June 2005. The remaining increase was
primarily related to Youbet’s increase in handle and revenues discussed above.,

Licensing Fees: For 2006, these fees increased 12.4%, or $2.5 million, compared to 2005, primarily due to the payment of a net
contract arbitration award of $1.1 million to TVG and increased wagering on horse races at TVG tracks.

Contract Costs: Contract costs for 2006 are from United Tote’s operations and represent those costs associated with earning totalizator
servicing contract revenue at tracks. Youbet did not have these costs prior to the United Tote acquisition in February 2006.

Equipment Costs: Equipment costs for 2006 are aiso from United Tote’s operations and represent those costs associated with earning
equipment sales revenue. Youbet did not have these sales or costs prior to the United Tote acquisition.

Nerwork Operations: Network operations expenses increased 8.9%, or $0.4 million, for 2006 compared to 2005, consisting primarily
of network operations expenses related to handle associated with the operations of IRG, which was acquired in June 2005.

Research and Development: Research and development expense increased 103%, or $1.6 million, for 2006 compared to 2005,
primarily consisting of $1.6 million of such expense for United Tote that we did not have in 2005,

Sales and Marketing: Sales and marketing expense increased 49%, or $3.1 million, for 2006 compared to 2005 due, in part, to $0.8
million of additional IRG player services expenses and $0.8 million of United Tote expenses that we did not have in 2005. The
remaining increase was primarily due to increased international and domestic business development efforts and increased marketing
programs, including expenses associated with our arrangements with CBS SportsLine.com and ESPN.com.
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General and Administrative: General and administrative expense increased 73%, or $10.1 miilion, for 2006 compared to 2005. The
increase includes $0.6 million and $2.3 million associated with the operations of IRG (acquired in June 2005) and United Tote
(acquired in February 2006), respectively. Additional one-time 2006 charges relating to legal fees of $1.6 million associated with the
TVG arbitration, bank refinancing costs of $0.2 million, tax penalties of $0.4 million and business taxes of $0.7 million were incurred
in 2006. The balance of the increase was due to increased transaction processing fees related to the increased transaction volume,
increased fully burdened salaries, and consulting expenses. For 2006 and 2005, general and administrative expense as a percent of net
revenues was 17.4% and 15.5%, respectively. Excluding the one-time charges described above, our general administrative expense as
a percent of revenue wouid have declined for 2006 as compared 1o 2005 to 15.4%.

Depreciation and Amortization: Depreciation and amortization increased $5.2 million for 2006 compared to 2005. The increase
includes $4.3 million of depreciation and amortization related to United Tote that we did not have last year. This was coupled with
$0.5 million of amortization related to intangible assets acquired in the IRG acquisition.

Interest Expense: Interest expense increased to $1.9 million during 2006 compared to 2005, primarily consisting of $1.3 million
related to our credit facility and $0.5 million of interest expense related to the three unsecured promissory notes issued in connection
with our acquisition of United Tote.

Other Income: During 2006, a competitor paid United Tote $0.4 million as a fee to terminate early their totalizator services agreement
with United Tote.

Liquicity and Capital Resources
During 2007, we funded our operations primarily with net cash provided by operating activities.

As of December 31, 2007, we had negative net working capital of $13.3 million, compared to positive net working capital of $5.0
million (including the current portion of our deferred tax asset of $2.5 million) at December 31, 2006, During the fourth quarter of
2006, we raised net proceeds of approximately $18.5 million in a registered direct offering. As of December 31, 2007, we had $6.6
million in cash and cash equivalents and $8.6 million in restricted cash.

Our principal ongoing cash requirements consist of payroll and benefits, business insurance, real estate and equipment leases, legal
fees, data center operations, telecommunications and debt service, In addition, the former owners of IRG are entitled to a potential
final earn-out payment based on IRG’s performance. As of December 31, 2007, we had accrued approximately $3.2 million, payable
on or about August 31, 2008. The precise payment is subject to any rights of offset or claims that may arise prior to the date such
payment is due. .

Management believes that its on-going efforts to contain costs and operate ¢fficiently, combined with the growth in handle and yield
improvement at Youbet Express, generates sufficient cash flow to adequately support its operations. We believe that our cash flow
from operations and our unrestricted cash and cash equivalents are sufficient to fund our working capital and capital expenditure
requirements for at least the next 12 months. However, we may from time to time seek additional capital to fund our operations, and to
reduce our liabilities in response to changes in the business environment. To raise capital, we may seek to sell additional equity
securities, issue debt or convertible securities or seek to obtain credit facilities through financial institutions or other resources. We
have an effective shelf registration statement under which we may from time to time issue and offer debentures, notes, bonds, and
other evidence of indebtedness, and forward contracts in respect of any such indebtedness, shares of preferred stock, shares of
common stock, warrants, stock purchase contracts, stock purchase units, and stock purchase rights for an original maximum aggregate
offering amount of approximately $30 million, or up to approximately $36 million if we utilized our shelf for one offering. Unless
otherwise described in future prospectus supplements, we intend to use the net proceeds from the sale of securities registered under
this universal shelf registration statement for general corporate purposes, which may include additions to working capital, the
repayment or redemption of existing indebtedness and the financing of capital expenditures and future acquisitions. The sale of
additicnal equity or convertible securities would result in additional dilution to our stockholders.

The Youbet shares issued to UT Group were subject to a “make-whole” provision pursuant to which we agreed to pay to UT Group a
one-time cash payment equal to the amount by which $5.50 exceeds the average trading price of our commeon stock for the five
trading-day period ending on February 9, 2007, multiplied by the number of shares delivered by us and then held by UT Group. In
addition, we were entitled to cause UT Group to sell some or all of the Youbet shares on or before February 9, 2007, if the trading
price was below $5.50 per share, provided that we paid to UT Group the make-whole amount within ten trading days of the sale. On
January 23, 2007, Youbet delivered notice exercising its right to force the sale of UT Group’s 2,181,818 shares of Youbet common
stock. On January 24, 2007, all 2,181,818 shares were sold for $3.45 per share, which sale closed on January 29, 2007. Youbet paid
UT Group the aggregate make-whole payment of $4.5 million in January 2007 with a portion of the proceeds from the December 2006
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registered direct offering.
Cash Flows for 2007 Compared to 2006

Net cash provided by operating activities was $2.0 million for 2007, compared to net cash provided by operating activities of §9.4
million for 2006. The year-over-year decrease of $7.4 million was primarily due to a relatively modest sales volume increase of 1.3%,
coupled with a $4.0 million shift of operating cash to restricted cash to be in compliance with ORC requirements and decreases of $1.2
million and $3.7 million in accrued expenses and trade payables (track related), respectively, due to the timing of obligation
requirements, attributable to the 34% decline in wagering handle experienced in the fourth quarter of 2007 versus 2006. Also, in
connection with IRG, we established a $1.5 million reserve for the IRG funds seized by the U.S. government and incurred $1.0 million
in legal fees in connection with the U.S. government investigation. Additionally, Youbet and IRG incurred $2.0 million and $0.5
million related to termination and severance costs in 2007, respectively. These decreases were partially offset by the collection of
receivables. '

Net cash used in investing activitics for 2007 was $9.9 million, compared to net cash used in investing activities of $18.0 million for
2006. The year-over-year decrease of $8.1 million was primarily due to the net cash paid out in 2006 in connection with the United
Tote ($10.1 million) and Bruen Productions ($0.1 million) acquisitions, an earn-out payment to the former owners of IRG ($1.9
million) and increased purchases of property and equipment ($6.2 million) versus 2007 activity consisting of a $4.5 million make-
whole payment made in the first quarter to the former owners of United Tote, a $3.1 million earn-out payment to the former owners of
IRG and general capital spending of $2.5 million.

Net cash provided (used) by financing activities was ($6.3 million) and $13.1 million for 2007 and 2006, respectively. The year-over-
year decrease of $19.4 million was primarily due to proceeds generated from a registered direct offering occurring in the fourth
quarter of 2006 ($18.9 million) and the exercise of stock options and warrants, partially offset by the repayment of long-term debt in
2006. The proceeds from the direct registered public offering were used in 2007 to pay off debt (7.9 million), repurchase Youbet
stock ($1.0 million) and working capital requirements. Additional cash proceeds were obtained in 2007 through a sale/leaseback of
totalizator equipment and short-term borrowings of $1.1 million and $1.3 million, respectively.

In accordance with the agreements that we entered into in connection with our acquisition of IRG in 2005, we were required 1o pay the
sellers annual earn-out payments over the three-year period following June 2, 2005, based on IRG’s future performance. In 2006 and
2007, earn-out payments of $2.3 million and $3.1 million, respectively, were paid. At December 31, 2007, we had accrued
approximately $3.2 million for a potential earn-out payment payable on or about August 31, 2008. The 2008 payment is subject to any
rights of offset or claims that may arise prior to the date such payments are due which Youbet may assert in order to reduce the
obligation to make the potential earn-out payment.

Cash Flows for 2006 Compared to 2005

Net cash provided by operating activities was $9.4 million for 2006, compared to net cash provided by operating activities of $5.8
million for 2005. The year-over-year increase of $3.4 million was primarily due to increased sales volume and customer deposits,
coupled with increased leverage of our liabilities, such as increases in accrued expenses and trade payables, track related. These
increases were partially offset by increases in receivables and restricted cash attributable to our acquisition of United Tote.

Net cash used in investing activities for the year ended December 31, 2006 was $18.0 million, compared to net cash used in inv'esting
activities of $3.9 million for 2005, The year-over-year increase of $14.1 million was primarily due to the net cash paid in connection
with the United Tote acquisition, the IRG eam-out, the Bruen Productions acquisition and increased purchases of property and
equipment.

Net cash provided by financing activities was $13.1 million and $1.5 million for 2006 and 20035, respectively. The year-over-year
increase of $11.6 million was primarily due to proceeds generated from a registered direct offering that closed in the fourth quarter of
2006 and the exercise of stock options and warrants, partially offset by the repayment of long-term debt in 2006. The proceeds from
the direct offering were used to pay off debt and supplement working capital.
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In 2006, we paid $0.3 million in capital lease obligations from capital lease arrangements that we entered into in 2006 totaling $0.5
million, and $0.3 million in capital lease obligations will become due within the next 12 months, Also, during 2006, we paid $0.6
million in operating lease obligations from various operating lease arrangements, and $0.8 million in operating lease obligations will
become due within the next 12 months.

Off Balance Sheet Arrangements

We have a standby letter of credit outstanding that is collateralized by a restricted cash account in connection with the lease of our
executive and operating offices in Woodland Hills, California. This letter of credit includes automatic renewals on the anniversary
date of the lease origination, and permits annual automatic reductions of approximately $0.1 million. As of December 31, 2007, the
letter of credit obligation and corresponding cash collateral balance was $0.3 million.

At December 31, 2007, we had outstanding various other irrevocable standby letters of credit issued to the benefit of the California
Horse Racing Board, ORC and Washington Horse Racing Commission totaling $1.1 million. These letters of credit include automatic
renewals on their anniversary dates.

Contractual Obligations, Contingent Liabilities and Commitments

We have contractual obligations and commitments primarily with regard to facilities leases and employment contracts. The following
table aggregates our expected contractual obligations as of December 31, 2007:

Payments Due by Perjod

Contractual 2012 and
Obligations . 2008 2009 z(ﬂi mth zmdl) Bevond Totzl
n thousandas

Gary W, Sproule $ 344 % 344 8% 344 % $ $ 1,032
James A. Burk 300 175 475
Capital leases and other financed arrangements 690 309 999
Operating equipment leases . 868 449 1,317
Operating facility leases 1,264 1,186 282 102 484 3,318
Minimum totalizator related guarantees 600 500 1,100
IRG earn-out payments (1) 3,249 3,249
Bank debt (2) ) 6,500 4,458 10,958
Notes payable (3) 3,200 3,200
Other 450 97 12 619
Total i 17465 8 7518 3 698 § 102 § 484 § 26267

(1) The final IRG earn-out payment reflects the maximum contingent amount payable, The actual amount paid may be lower,
depending upon the facts and circumstances at the time payment is due. See Note 18 “Subsequent Event” in our consolidated
financial statements at the end of this report for more information,

(2) Consists of the aggregate principal payments under a term loan from 2008 to 2009 and aggregate final monthly payments of $4.4
million under the term loan in 2009. The revolving credit facility, as amended, currently provides for borrowings of up to $1.0
million. See *“~Credit Facility” for more information. The amounts reported in the table do not include interest payments because
the interest rate under the credit agreement is variable and cannot be accurately calculated.

(3) See “—Youbet Promissory Notes” for more information.

In 2007, we entered into capital and operating lease arrangements for networking equipment, computer equipment and software
totaling $1.8 million, of which $0.9 million will become due within the next 12 months.

All accounts payable and accrued expenses presented in the consolidated financial statements are excluded from this table,
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Youbet Promissory Notes

_ On February 10, 2006, we issued three promissory notes with an aggregate principal amount of $10.2 million in connection with the
acquisition of United Tote. For information regarding this acquisition, see “Business-Acquisitions and Dispositions™.

The first promissory note had a principal amount of $5.2 million, matured on February 9, 2007, and bore interest at 5.02% per annum,
which interest was payable on a quarterly basis beginning May 31, 2006. The terms of this promissory note required that we promptly
prepay this obligation if we receive any “excess capital”, and our December 2006 registered direct offering created “excess capital”. In
accordance with the terms of the first promissory note, we prepaid the $5.2 million note, including interest, from the proceeds of our
registered direct offering in December 2006.

The second promissory note had a principal amount of $1.8 million and bore interest at 5.02%. The terms of the $1.8 million note
provide that we are not required to make a mandatory “excess capital” prepayment under the $1.8 million note until the $5.2 million
note has been paid in full, but no earlier than March 12, 2007. We prepaid the $1.8 million principal amount, including accrued
interest of $0.1 million, on March 12, 2007 with a portion of the proceeds of our December 2006 registered direct offering.

The third promissory note has a principal amount of $3.2 million, bears interest at 5.02%, and is currently due, but is subject to rights
of indemnification and offset. The terms of the $3.2 million note provide that: (i) we are not required to make a mandatory “excess
capital” prepayment under the $3.2 million note until both the $5.2 million note and the $1.8 million note have been paid in full, but
no earlier than June 11, 2007; and (ii) we may set off from the amount we owe under this note any loss suffered by us for which we
are entitled to indemnification under the United Tote stock purchase agreement. We have four outstanding indemnification claims
regarding a United Tote employee lawsuit, a Canadian tax issue, an Internal Revenue Service tax issue, and a Pennsylvania tax issue.
As such, payments may be subject to appeal and/or subject to escrow pending resolution. Accrued interest on the $3.2 million note at
December 31, 2007 was approximately $0.3 million.

The remaining promissory note cannot be transferred without our consent. Also, this promissory note contains customary events of
default and provides that, upon the occurrence of certain events of default, we will be required to pay default interest of 11.02% per
annum until the event of default is cured or until the note is paid in full. We are not in default under the remaining outstanding
promissory note.

Credit Facility

Our credit facility currently consists of a revolving line of credit and a $15.0 million term loan. At December 31, 2007, $10.9 million
was owed on the term loan and we had no outstanding borrowings under the revolving credit facility.

Proceeds from the term loan were drawn in July 2006 in order to repay the former United Tote credit facility. The principal of the term
loan is to be repaid in monthly installments of $0.25 million. In addition, we made a $1.0 million principal payment in March 2008,
and we have agreed to make two additional $1.0 million principal payments on July 1, 2008 and September 1, 2008, respectively, and
one $0.5 million principal payment on December 1, 2008. These payments are in addition to the regularly scheduled payments, and
they will be applied to such regularly scheduled payments in the inverse order of their maturity. The lending commitments under the
credit facility are scheduled to terminate on January 31, 2009,

Borrowings under the credit agreement, as amended, will bear interest at the prime rate announced by Wells Fargo Bank, National
Association at its principal office in San Francisco, California plus 1.50% per annum. At December 31, 2007, the interest rate on our
credit facility was 8.75% per annum.

The credit agreement provides for mandatory prepayment upon the occurrence of certain specified events. The credit facility is
secured by certain of our assets and certain of our subsidiaries are guarantors of our obligations under the credit facility. We are
subject to customary covenants for financings of this type, including restrictions on our ability to incur indebtedness, make
investments, pay dividends, repurchase shares or make capital expenditures. The amended credit agreement also contains certain
financial covenants, including (i) a requirement to achieve certain specified EBITDA thresholds, (ii) a requirement to achieve a
specified free cash flow (as defined in the credit agreement) threshold, (iii) a requirement to maintain a specified leverage ratio, and
(iv) limitations on capital expenditures.
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As of December 31, 2007, we were not in compliance with certain financial covenants under the credit agreement and the lender has
waived our defaults and agreed to amend certain terms of the credit agreement.

Critical Accounting Estimates and Policies

Critical accounting policies are those 'that are important to the portrayal of our financial condition and results, and which require
management to make difficult, subjective or complex judgments. Critical accounting policies cover accounting matters that are
inherently uncertain because the future resolution of such matters is unknown. We have made critical estimates in the following areas.
We also believe the following critical accounting policies affect our more significant judgments and estimates used in the preparation
of our consolidated financial statements.

Revenues

We record commission revenues and the related track and market access fees as operating expenses when wagers are settled, typically
the same day as the wager. Other sources of revenue, such as tote services, are recorded when eamed. Incentives offered to customers
for them to wager on tracks that generate the greatest margins are deducted from gross revenues as are the volume discounts offered
by IRG.

Pari-mutuel racetrack operators typically retain a portion of all wagers as their commission prior to distributing payoffs to the winners.
In accordance with our agreements with TVG, Magna and various independent racetracks, we receive a fee from each racetrack for
wagers delivered to their respective pari-mutuel pools. In the aggregate, these fees, coupled with tote service revenue, represent our
primary revenue stream. We expect the majority of its future revenue to be in the form of fees from pari-mutuel wagering and tote
service revenue. We generate additional revenue from processing fees, monthly subscription fees and the sale of handicapping
information.
Allowance for doubtful accounts
We are required to make judgments, based on historical experience and future expectations, as to the collectibility of accounts
receivable. The allowances for doubtful accounts represent allowances for trade accounts receivable that are estimated to be partially
or entirely uncollectible. These allowances are used to reduce gross trade receivables to their estimated net realizable value. We record
these allowances as a charge to general and administrative expenses based on estimates related to the following factors:

* customer specific allowance;

* amounts based upon an aging schedule; and

* an estimated amount, based on our historical experience, for issues not yet identified.

Inventory obsolescence

We regularly review inventory quantities on hand and record provisions for excess and obsolete inventory based primarily on our
estimated forecast of product demand and production requirements.

Valuation of long-lived and intangible assets

Long-lived assets, consist primarily of property, plant and equipment, goodwill and intangibles.

Long-lived assets, including goodwill, are reviewed for impairment whenever events or changes in circumstances have indicated that
their carrying amounts may be recoverable. Recoverability of assets is measured by comparing the carrying amount of an asset to its

fair value in a current transaction between willing parties, other than in a forced liquidation sale. Recorded fair value was estimated by
independent appraisals and other valuation techniques.

26




Factors we consider important which could trigger an impairment review include the following:
«  Significant underperformance relative to expected historical or projected future operating results;
+ Significant changes in the manner of our use of the acquired assets or the strategy of our overall business;
+  Significant negative industry or economic trends;
«  Significant decline in our stock price for a sustained period; and
+  Our market capitalization relative to net book value.

If we determine that the carrying value of long-lived assets and related goodwill may not be recoverable based upon the existence of
one or more of the above indicators of impairment, we would measure any impairment based on comparing the carrying amount of the
asset to its fair value in a current transaction between willing parties or, in the absence of such measurement, on a projected discounted
cash flow method using a discount rate determined by our management to be commensurate with the risk inherent in our current
business model. Any amount of impairment so determined would be written off as a non-cash charge to the income statement, together
with an equal reduction of the related asset.

Intangibles, such as licenses and patents are stated at cost and are amortized over their estimated economic life or agreement term,
whichever is shorter.

Internally developed software

The capitalization of software development costs under the provisions of Statement of Position 98-1, or SOP 98-1, Accounting for the
Costs of Computer Software Developed or Obtained for Internal Use requires judgment in determining when a project has reached
and concluded the development stage and the period over which the Company expects to benefit from the use of that software. We
amortize capitalized software development costs using the straight-line method over the expected useful life of the product, generally
between two and four years. We regularly review the carrying value and amortization lives of capitalized software development costs,
and we recognize a non-cash charge if the estimated value benefit related to the asset falls below the unamortized cost.

Indemnification agreements

Under our bylaws and certain consulting and employment agreements, we have agreed to indemnify our officers, directors and other
service providers. The term of the indemnification period is for the individual’s lifetime. The maximum potential amount of future
payments we could be required to make under these indemnification agreements is unlimited. However, Youbet has a director and
officer liability insurance policy that limits its exposure and enables it to recover a portion of any future amounts paid. As a result of
our insurance policy coverage, we believe the estimated fair value of these indemnification agreements is minimal, and we had no
liabilities under these agreements as of December 31, 2007.

We enter into indemnification provisions under our agreements with other companies in the ordinary course of business. Under these
provisions, we generally indemnify the indemnified party for losses suffered or incurred by the indemnified party as a result of our
activities. These indemnification provisions generally survive termination of the underlying agreement. We have not incurred material
costs to defend lawsuits or settle claims related to these indemnification agreements. -

We believe the estimated fair value of these agreements is minimal. Accordingly, we had no liabilities for these agreements recorded
under FIN 45, Guarantor's Accounting and Disclosure Requirements for Guarantees, including Indirect Guarantees of Indebtedness
of Others - an interpretation of FASB Statements No. 5, 57 and 107 and rescission of FIN 34, as of December 31, 2006 and 2007.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 157, “Fair Value Measurements.” SFAS
No. 157 defines fair value and establishes a framework for measuring fair value and expands disclosures about fair value
measurements. In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities — including an amendment of FAS No. 115 SFAS No. 159 allows entities to choose, at specified election dates, to
measure eligible financial assets and liabilities at fair value in situations when they are not required to be measured at fair value. Ifa
company elects the fair value option for an eligible item, changes in that item’s fair value in subsequent reporting periods must be
recognized in current earnings. SFAS No. 157 and SFAS No. 159 became'effective for us on January 1, 2008. The adoption of SFAS
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No. 157 or SFAS No. 159 did not have a material impact on our financial position, results of operations or cash flows,

In December 2007, the FASB issued SFAS No. 141R, “Business Combinations.” SFAS No. 141R establishes principles and
requirements for how the acquirer of a business recognizes and measures in its financial statements the identifiable assets acquired, the
liabilities assumed, and any noncontrolling interest in the acquirece. The statement alse provides guidance for recognizing and
measuring the goodwill acquired in the business combination and determines what information to disclose to enable users of the
financial statement to evaluate the nature and financial effects of the business combination. SFAS No. 141R is effective for financial
staternents issued for fiscal years beginning after December 15, 2008. Accordingly, any business combinations we engage in will be
recorded and disclosed following existing GAAP until January 1, 2009. We expect SFAS No. 141R will have an impact on our
consolidated financial statements when effective, but the nature and magnitude of the specific effects will depend upon the nature,
terms and size of the acquisitions we consummate after the effective date.

In December 2007, the FASB also issued SFAS No. 160, “Noncontrolling Interests in Consolidated Financial Statements-An
Amendment of ARB No. 51" SFAS No. 160 establishes new accounting and reporting standards for the noncontrolling interest in a
subsidiary and for the deconsolidation of a subsidiary. In addition, this statement requires that a parent recognize a gain or loss in net
income when a subsidiary is deconsolidated. Such gain or loss will be measured using the fair value of the noncontrolling equity
investment on the deconsolidation date. SFAS No. 160 is effective for fiscal years, and interim periods within those fiscal years,
beginning on or after December 15, 2007, and earlier adoption is prohibited. Since we do not now have and do not contemplate
acquiring any interests in subsidiaries or variable interest entities with noncontrolling interests, we currently expect that SFAS 160
will not have an impact on our future financial position, results of operations or operating cash flows.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Investments

Our exposure to market risk and related changes in interest rates may impact our investment portfolio, As of December 31, 2007, our
portfolio of investments included $6.5 million of cash and cash equivalents and $8.6 million of restricted cash. Qur portfolio of cash
and cash equivalents consists of highly liquid investments with maturities of three months or less at the date of purchase. The average
yield on our investments was approximately 3.1% at December 31, 2007. Due to the conservative nature of our investment portfolio,
we believe that a sudden 10% change in interest rates would not have a material effect on the value of the portfolio. The impact on our
future interest income will depend largely on the gross amount of our investment portfolio. We do not expect our operating resuits or
cash flows to be affected to any significant degree by a sudden change in market interest rates.

Debt

We had aggregate debt of $15.1 million outstanding at December 31, 2007 under a term loan, promissory notes and a revolving credit
facility. The following table shows the breakdown of our fixed-rate and variable-rate debt at December 31, 2007:

(in

_thouosands)

Variable-rate debt $ 10,958
Fixed-rate debt . 4,199
Total $ 15157

The weighted average interest rate paid during 2007 on outstanding indebtedness was 9.0%. For variable-rate debt outstanding at
December 31, 2007, a 0.25% increase in interest rates would increase annual interest expense by approximately $51,000. Amounts
outstanding under the revolving credit facility provides for interest at the banks’ prime rate plus a base rate margin. Our market risk
exposure with respect to financial instruments change in relation to the prime rate.
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CONTROLS AND PROCEDURES

Evaluation of Controls and Procedures. As of December 31, 2007, our management, including the Interim Chief Executive Officer,
Chief Financial Officer and Chief Accounting Officer, evaluated our disclosure controls and procedures (as defined in Rules 13a-15(e)
and 15d-15(e) under the Securities Exchange Act of 1934, as amended (“the Exchange Act™)). These disclosure controls and
procedures are designed to ensure that material information we must disclose in this report is recorded, processed, summarized and
filed or submitted on a timely basis and that such information is accumulated and communicated to management, including our Chief
Executive Officer, Chief Financial Officer and Chief Accounting Officer, as appropriate, to allow timely decisions regarding required
disclosure. For the reasons discussed in Management’s Report on Internal Control Over Financial Reporting (“Management’s
Report™), which appears at the beginning of our consolidated financial statements located elsewhere in this report, management,
inchuding the Chief Executive Officer, Chief Financial Officer and Chief Accounting Officer, concluded that our disciosure controls
and procedures were effective as of December 31, 2007.

Changes in Internal Control Over Financial Reporting. Other than the changes described under “Changes in Internal Control over
Financial Reporting” in Management’s Report, no change in our internal control over financial reporting (as defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) occurred during the quarter ended December 31, 2007 that has materially affected, or is reasonably
likely to materially affect, our internal control over financial reporting.

Management’s Report on Internal Control Over Financial Reporting. Management’s report and the repert of our independent
registered public accounting firm on our internal control over financial reporting are included with our consolidated financial
statements at the end of this repert under the captions, “Management’s Report on Internal Control Over Financial Reporting” and
“Report of Independent Registered Public Accounting Firm on Internal Control Over Financial Reporting” and are incorporated herein
by reference.

Code of Ethics

Youbet has a code of business conduct and ethics, referred to as the Youbet.com Code of Conduct (the “Code”), which is applicable to
our Chief Executive Officer, Chief Financial Officer and all other employees. Among other provisions, the Code sets forth standards
for honest and ethical conduct, full and fair disclosure in public filings and stockholder communications, compliance with laws, rules
and regulations, reporting of code violations and accountability for adherence to the Code. The text of the Code has been posted on
our website (http://www.youbet.com/aboutyoubet/investors/code_of conduct/). A copy of the Code can be obtained free-of-charge
upon written request to:

Corporate Secretary
Youbet.com, Inc.

5901 De Soto Avenue
Woodland Hills, CA 91367

If we make any amendment to, or grant any waivers of, a provision of the Code that applies to our principal executive officer or
principal financial officer and that requires disclosure under applicable SEC rules, we intend to disclose such amendment or waiver
and the reasons for the amendment or waiver on our website.
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of Youbet.com, Inc. (the Company) is responsible for establishing and maintaining adequate internal control over
financial reporting. The Company’s internal control over financial reporting is designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles in the United States of America. The Company’s internal control over financial reporting includes
those policies and procedures that: (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the Company; (ii} provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with generally accepted accounting principles in the United
States of America, and that receipts and expenditures of the Company are being made only in accordance with authorizations of
management and directors of the Company; and (iii) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use or disposition of the Company’s assets that could have a material effect on the financial statements.

Internal control over financial reporting cannot provide absolute assurance of achieving financial reporting objectives because of its
inherent limitations. Internal control over financial reporting is a process that involves human diligence and compliance and is subject
to lapses in judgment or breakdowns resulting from human failures. Internal control over financial reporting also can be circumvented
by collusion or improper management override.

Because of such limitations, there is a risk that material misstatements may not be prevented or detected on a timely basis by internal
control over financial reporting. However, these inherent limitations are known features of the financial reporting process. Therefore,
it is possible to design into the process safeguards to reduce, though not eliminate, this risk. Because of its inherent limitations,
internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation of effectiveness
to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

Management assessed the effectiveness of the Company’s internal control over financial reporting as of December 31, 2007. In
making this assessment, management used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO} in “Internal Control-Integrated Framework™.

In 2007, the Company undertook remediation efforts with respect to internal control over financial reporting surrounding the: (i)
pervasive control deficiencies across key COSO components including information technology general controls (ITGC) and
information technology (IT) application controls, and (ii) control deficiencies across key business processes at all operating units.
Most of these deficiencies consisted of an insufficient or ineffective control environment, lack of segregation of duties, insufficient
documentation of key business process policies and procedures, insufficient IT security, insufficient staffing and training among
accounting personnel, incomplete and untimely reconciliations related to financial reporting and insufficient managerial oversight,
review and approval processes over financial reporting. Management has devoted substantial resources to remediate these deficiencies
and, in consideration of such remediation, have concluded that the Company’s internal control over financial reporting was effective
as of December 31, 2007.

Management’s assessment of the effectiveness of the Company’s internal control over financial reporting as of December 31, 2007
has been audited by Piercy Bowler, Taylor & Kern, as stated in their repert which appears on page F-3 of this Form 10-K under the
heading, Report of Independent Registered Public Accounting Firm on Internal Control over Financial Reporting.

Changes in Internal Control over Financial Reporting

As disclosed in the Company’s 2006 Annual Report on Form 10-K, and in its Quarterly Reports on Form 10-Q for each of the first
three quarters of 2007, the Company reported a material weakness in its internal control over financial reporting related to the: (i)
pervasive control deficiencies across key COSO components including ITGC, IT application controls, and (ii) control deficiencies
across key-business processes at all operating units. A material weakness is a deficiency, or a combination of deficiencies, in internal
controls over financial reporting such that there is a reasonable possibility that a material misstatement of the registrant’s annual or
interim financial statements will not be prevented or detected on a timely basis.

As of December 31, 2007, the Company had remediated the previously reported material weakness in its internal control over
financial reporting related to the (i) pervasive control deficiencies across key COSO components including ITGC and IT application
controls, and (ii) control deficiencies across key business processes at all operating units. The following remedial actions have been
undertaken:

*  With the establishment of the Company’s Compliance Department in March 2007 and help of external advisors (other than the
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Company’s independent registered public accounting firm), standard controls were enhanced for pervasive control
deficiencies over ITGC, which included increasing access security over critical computer applications, eliminating
incompatible functions and improving segregation of duties, documentation of various IT policies, processes and procedures,
and identification and implementation of ITGC key controls.

»  Organizational structure changes were made to enhance efficiency and segregation of duties controls for business processes. A
new Chief Accounting Officer and Chief Financial Officer were hired in January 2007 and July 2007, respectively, with
appropriate backgrounds and experience for a public company. Management review and approval controls were put in place
prior to posting transactions into the financial reporting system. Monitoring entity level controls were implemented to improve
the company’s control environment.

+ In the fourth quarter, the Company made further enhancements to its internal controls over financial reporting, including:
review and approve procedures for completeness and accuracy over United Tote’s interface billing; fixed asset transfer review
and approval between United Tote locations to monitor and improve equipment tracking and verification for appropriateness
of transfers; and computer application access controls were implemented according to job function and responsibilities.

In the third and fourth quarters of 2007, and in the initial part of the first quarter of 2008, the Company also undertook and completed,
as appropriate, its testing to validate compliance with the enhanced policies, procedures and controls. The Company has undertaken
this testing over these three periods so as to be able to demonstrate operating effectiveness over a period of time that is sufficient to
support its conclusion. In reviewing the results from this testing, management has concluded that the internal controls related to the
completeness and accuracy of the Company’s financial reporting have been significantly improved and that the above referenced
material weakness in internal control over financial reporting has been remediated as of December 31, 2007.

/s/ Gary W. Sproule /s/ James A. Burk
Gary W. Sproule James A. Burk

Interim President and Chief Executive Officer Chief Financial Officer




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Board of Directors
Youbet.com, Inc,
Woodland Hills, California

We have audited the internal control over financial reporting of Youbet.com, Inc. and Subsidiaries (the Company) as of December 31,
2007, based on criteria established in /nternal Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission. The Company’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal contrel over financial reporting included in the accompanying
Management’s Report on Internal Control Over Financial Reporting. Our responsibility is to express an opinion on the effectiveness
of the Company’s internal contrel over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. Our audit included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the design and operating effectiveness
of internal control based on the assessed risk. Our audit also included performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispoesitions of the assets of the
company; (2) provide reasonable assurance that transactions are recorded as necessary io permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect
on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections
of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, Youbet.com, Inc. and Subsidiaries maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2007, based on criteria established in Internal Control—Integrated Framework issued by the Committee
of Sponsering Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the
consofidated financial statements of Youbet.com, Inc. and Subsidiaries as of and for the year ended December 31, 2007, and our
report dated March 28, 2008, expressed an unqualified opinion thereon.

PIERCY BOWLER TAYLOR & KERN
/s/ Piercy, Bowler, Taylor & Kern
Certified Public Accountants

Las Vegas, Nevada

March 28, 2008




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON FINANCIAL STATEMENTS

Board of Directors
Youbet.com, Inc.
Woaodland Hills, California

We have audited the accompanying consolidated balance sheets of Youbet.com, Inc. and Subsidiaries (the Company) as of December
31, 2007 and 2006, and the related consolidated statements of operations, stockholders’ equity and cash flows for each of the three
years ended December 31, 2007, 2006 and 2005. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
consolidated financial statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well-as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position
Youbet.com, Inc. and Subsidiaries as of December 31, 2007 and 2006, and the results of its operations and its cash flows for each of
the three years ended December 31, 2007, 2006 and 2005, in conformity with accounting principles generally accepted in the United
States.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the
effectiveness of the Company’s internal control over financial reporting as of December 31, 2007, based on criteria established in
internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO)
and our report dated March 28, 2008, expressed an unqualified opinion thereon.

PIERCY BOWLER TAYLOR & KERN
/s/ Piercy, Bowler, Taylor & Kem
Certified Public Accountants

Las Vegas, Nevada

March 28, 2008
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Youbet.com, In¢. and Subsidiaries
Consolidated Balance Sheets
As of December 31, 2007 and 2006

__ 2007 2006
(in thousands, except share amounts)
ASSETS
Current assets
Cash and cash equivalents b 6,551 $ 21,051
Current portion of restricted cash 8,635 4,862
Accounts receivable, net of allowance for doubtful collection of $3,406 and $1,813 7,314 13,287
Inventories 2,085 2,587
Current portion of deferred tax asset 2,367
Prepaid expenses and other current assets 1,417 1,072
26,002 45226
Property and equipment, net of accumulated depreciation and amertization of $21,638 and
$13,787 24,664 30,110
Intangibles and assets other than goodwill ' 6,505 13,369
Goodwill 6,859 15,243
Other assets 1,020 1,657

505,050 5 105,605
LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities

Current portion of long-term debt § 10,390 $§ 8311
Trade payables . 10,028 13,759
Accrued expenses 10,302 9,489
Customer deposits 8,326 8,441
Deferred revenues 212 L 207
39,258 40,207

Long-term debt, net of current portion 4,767 ) 12,054
Deferred tax liability 570
44,025 52,831

Stockholders’ equity
Preferred stock, $0.001 par value, authorized 1,000,000 shares, none outstanding
Common stock, $0.001 par value, authorized 100,000,000 shares, 42,562,805 and 42,118,446

shares issued and outstanding 43 42
Additional paid-in-capital 134,286 137,597
Deficit (110,929 (83,555)
Accumulated other comprehensive loss (56) (10)
Less treasury stock, 1,043,781 shares and 443,062 shares at cost . (2319) (1,300}

21.025 52,774

See notes to consolidated financial statements.




Youbet.com, Inc. and Subsidiaries
Consolidated Statements of Operations
Years Ended December 31, 2007, 2006 and 2005

2007 2006 2005
(in thousands, except share and per share amounts)
Revenues
Commissions g 110,315 3 109,900 $ 85,555
Contract revenues 23,316 21,568
Equipment sales 877 1,295
Other - 3,685 3.637 3,282
138.193 136,400 88,837
Costs and expenses
Track fees 50,110 52,397 38,038
Licensing fees 19,810 21,967 19,541
Network operations 5,176 5,348 4910
Contract costs 16,585 13,548
Cost of equipment sales 429 674
92,110 93,934 62,489
Gross profit 46,083 42,466 26,348
Operating expenses
General and administrative 25,394 23,610 13,734
Sales and marketing 11,539 9,463 6,359
Research and development 4,270 3,211 1,579
Depreciation and amortization 10,370 6,823 1,591
Impairment write downs 17,879
69,452 43,107 23,263
Income (loss) from continuing operations (23,369) (641) 3,085
Interest income 644 547 581
Interest expense (1,795) (1,955 (81)
Other 153 125 252
Income (loss) from continuing operations before income tax (benefit) (24,367) (1,3249) 3,837
Income tax (benefit) 2,083 734 (1,854)
Income (loss) from continuing operations (26,450) (2,058) 5,691
Discontinued operations
Income (loss) from discontinued operations, without tax effect (924) 27
Net income (loss) b 27,3749y § 203 ¥ 5.691
Basic income (loss) per share
Income (loss) from continuing operations $ 063) § (0.06) § 0.18
Income (loss) from discontinued operations (0.02) 0.00
Net income {loss) 3 (065 ¥ 006) % 0.18
Diluted income (loss) per share
Income (loss) from continuing operations 5 063y § 0.06) § 0.16
Income (loss) from discontinued operations (0.02) 0.00
Net income (loss) $ (0.65) § 006) ¢ 0.16
Weighted average shares outstanding
Basic 41,796,218 35,141,027 32,078,957
Diluted 41,796,218 35,141,027 34,643,677

See notes to consolidated financial statements.
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Youbet.com, Inc. and Subsidiaries
Consolidated Statements of Stockholders’ Equity
Years Ended December 31, 2007, 2006 and 2005

Bxlances at January 1, 2005
‘Warrants exercised
Stock options exercised
Treasury stock re-issuance
Stock based compensation
Net income

Balances at December 31, 2005
Warrants exercised
Stock options exercised
Treasury stock re-issuance
Equity sale
Stock issued in connection with acquisition of United Tote
Cumulative translation adjustment
Stock based compensation
Net loss

Balances at December 31, 2006
Stock options exercised
Payment to former owners of United Tote under “make-whole” provision
Other
Purchase of treasury stock
Cumulative translation adjustrent
Stack based compensation
Net loss

Balances at December 31, 2007

Accumulated
Additional Other

Common Stock Paid-In Comprehensive Treasury

——Shares Ca___ Less  _ Deficit  Stock _ Total
(in thousands)
30,980 $ 31 % 103111 $ (87,215 % (1,829) § 14,098
179 114 114
2,293 2 2,123 2,125
512 488 1,000
(144) (144)
5,691 5691
33,452 33 105,716 {81,524) {1,341} 22,884
25 12 12
260 1 255 256
13 41 54
6,200 6 18,947 18,953
2,182 2 11,998 12,000
s (190) - {10)
656 656
. (2,031) 0

42,119 42 137,597 (4] (83,555) (1,300) 52,774
444 1 352 353
(4,473) (4,473)
(88) (88)
(1,019) 1,019}
(46) (46)
898 898
(27,374} (27.374)
42,563 3 43 5 134286 3_(56) i (2319 § 21025

See notes to consolidated financial statements.
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Youbet.com, Inc. and Subsidiaries
Consolidated Statements of Cash Flows
Years Ended December 31, 2007, 2006, and 2005

2007 2006 2008

(in thousands)

Operating activities . :

Net income (loss) A $ 273748 (2,031) § 5,691

Income (loss) from discontinued operations (924) 27

Income (loss) from continuing operations (26.450) {2.058) 5,691

Adjustments to reconcile net income (loss) to net cash provided by operating activities
Depreciation and amortization of property 8.431 5,333 1,252
Amortization of intangibles 1,939 1,491 339
Goodwill and intangibles impairment ' 17,879
Stock-based compensation 898 656 (144)
Provision for doubtful accounts receivables 3,509 173 132
Provision for inventory obsolesence ' (353)
Other (59)
Increase in operating (assets) and liabilities
Restricted cash, Players Trust M (3,863) (443) (994)
Accounts receivable 2,306 (7,471) (78)
Inventory 855 (610)
Prepaid expenses (341) 710 37
Deferred tax asset 1,797 {231) (1,854)
Other assets 510 768 (1,013)
Trade payables (3,738) 4,275 802
Accrued expenses (1,187) 4,036 1,115
Customer deposits (115) 2,536 943
Deferred revenues 5 (313) 9
Deferred tax liability (1) 570
Net cash provided by operating activities 2,022 9,422 5,829
Investing activitles
Purchase of property and equipment (2,504) (6,206) (1,414)
Proceeds from sale of property and equipment 59 576 3
Cash paid for United Tote acquisition, net of $159 cash acquired in 2006 (4,473)  (10,191)
Cash paid for Bruen Productions International, Inc., net of $6 cash acquired (111)
Cash paid for IRG acquisition, net of $535 cash acqulred (1,579)
Cash paid for IRG acquisition earn-out (3,106) (1,929
Investments in intangibles and other (L,177) (35)
Increase in restricted cash (other than Players Trust 2{ (258}  (1,000)
Decrease in restricted cash (other than Players Trust $ 90 1,132 I13
Other ' 166
Net cash used in investing activities (9.934) __(17.998) __ (3,912)




2007 2006 2005
{in thousands)
Financing activities
Proceeds from issuance of common stock 18,953
Proceeds from exercise of stock options and warrants 353 268 2,239
Purchase of treasury stock . (1,019)
Proceeds from sale-leaseback transaction 1,065
Proceeds from debt 4,409 3,769
Repayment of debt (11,045)  (9,840) (758)
Other (88)
Net cash provided by financing activities (6,325) _ 13,150 1,481
Net cash used in discontinued operations
Net cash used in operating activities 217 (198)
Foreign currency translation adjustments (46) (10)
Net increase/ (decrease} in cash and cash equivalents (14,500) 4,366 3,398
Cash and cash equivalents at the beginning of period 21,051 16.685 13,287
Cash and cash equivalents at the end of period £ 6551 5.21,051 316,685
Supplemental disclosure of cash flow information:
Cash paid for interest $ 1,322 8% 15 % 60
Cash paid for income taxes 381 195 64
+ Non-cash investing and financing activities:
Re-issuance of 166,668 shares of treasury stock in IRG acquisition $ 1,000
Accrued IRG acquisition earn-out payment § 4954 % 2,676 1,048
Re-issuance of 13,953 shares of treasury stock for Bruen Productions 54
Seller financing of United Tote acquisition 12,000
Equipment acquired with capital lease and other financing arrangements 1,428 469 1,007

See notes to consolidated financial statements
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Youbet.com and Subsidiaries
Notes to Consolidated Financial Statements

Note 1: THE COMPANY

Youbet.com, Inc. and its consolidated subsidiaries {the Company) is a licensed, multi-jurisdictional facilitator of online pari-mutuel
horse race wagering and a leading supplier of tote equipment and services to the racing industry. Through its main product, Youbet
ExpressSM, Youbet offers its customers interactive, real-time audio/video broadcasts, access to a comprehensive database of
handicapping information, and, in most states, the ability to wager on a wide selection of horse races in the United States, Canada, the
United Kingdorm, Australia, South Africa and Hong Kong. Youbet is working to expand its brand, products and services throughout
the United States and in select international markets.

In 2006, Youbet expanded its product and service offering through the acquisition of United Tote Company and United Tote Canada
(collectively with U.T. Gaming, Inc., referred to as United Tote). United Tote is a leading supplier of totalizator systems (a system that
process wagers and payouts).

As of December 31, 2007, the Company had negative net working capital of $13.3 million. Principal ongoing cash requirements
consist of payroll and benefits, business insurance, real estate and equipment leases, legal fees, data center operations,
telecommunications and debt service. [n addition, the former owners of IRG are entitled to a potential final earn-out payment based on
IRG’s performance. As of December 31, 2007, the Company accrued approximately $3.2 million, payable on or about August 31,
2008. The precise payment is subject to any rights of offset or claims that may arise prior to the date such payment is due.

Management believes that its ongoing efforts to contain costs and operate efficiently, combined with the growth in handle and yield
improvement at Youbet Express, generates sufficient cash flow to adequately support its operations. Management believes that cash
flows from operations and unrestricted cash and cash equivalents are sufficient to fund working capital and capital expenditure
requirements for at least the next 12 months. However, the Company may from time to time seek additional capital to fund operations
and reduce liabilities in response to changes in the business environment. To raise capital, the Company may seek to sell additional
equity securities, issue debt or convertible securities or seek to obtain credit facilities through financial institutions or other resources.
The Company has an effective shelf registration statement under which the Company may from time to time issue and offer
debentures, notes, bonds, and other evidence of indebtedness, and forward contracts in respect of any such indebtedness, shares of
preferred stock, shares of common stock, warrants, stock purchase contracts, stock purchase units, and stock purchase rights for an
original maximum aggregate offering amount of approximately $30 million, or up to approximately $36 million if the Company
utilized the shelf for one offering. Unless otherwise described in future prospectus supplements, the Company intends to use the net
proceeds from the sale of securities registered under this universal shelf registration statement for general corporate purposes, which
may include additions to working capital, the repayment or redemption of existing indebtedness and the financing of capital
expenditures and future acquisitions. The sale of additional equity or convertible securities would result in additional dilution to the
Company’s stockholders.

Note 2: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of consolidation

The consclidated financial statements include the accounts of Youbet and its wholly-owned subsidiaries (inclusive of International
Racing Group (IRG), United Tote and Bruen Productions International, Inc. (Bruen)). All inter-company accounts and transactions
have been eliminated in consolidation.

Use of estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent

assets and liabilities as of the date of the financial statements and the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates.
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Revenue recognition

Through Youbet and IRG, the Company earns and records commissions on wagers placed with tracks for customers as revenue and
the related track and market area access fees as operating expenses when the wagers are settled, typically the same day as the wager.
Other sources of revenue, including membership and information fees, are relatively insignificant. Prepayments of such fees are
treated as deferred revenue and later recognized over the duration of the subscription. Incentives offered to customers to encourage
wagering on events at tracks that generate higher margins are charged immediately to operations as reductions in commissions earned.

Youbet launched a player rewards program during the second quarter of 2006 called Youbet Advantage. Participating members eamn
points based on the amount they wager, and they can redeem their points for merchandise, travel rewards, and wager credits. Youbet’s
Player Advantage incentives and IRG’s volume discounts are both recorded as a reduction of commission revenue when the points are
issued or discounts are earned.

The majority of United Tote’s revenues are derived from service contracts principally for the installation and operation of pari-mutuel
wagering networks. Services provided via these networks include accepting wagers, performing odds and payout calculations and
calculating ticket payouts. United Tote charges the track for these services either by transaction count or by dollar volume in
accordance with the related service contract. In some instances, United Tote incurs significant costs relating to.these contracts before
the systems become operational. United Tote is also required to provide various levels of routine operational support and software
maintenance throughout the life of the contract, which is expensed as incurred. Revenue from the sale of pari-mutuel gaming systems
equipment and related parts is recognized upon delivery and customer acceptance.

Sales and similar revenue-based taxes collected from customers are excluded from revenue but rather are recorded as a liability
payable to the appropriate taxing authority and included in accrued expenses.

Cash eguivalents and restricted cash

Cash equivalents consist of highly liquid investments with maturities of three months or less at the date of purchase. For purposes of
the financial statements, restricted cash (Note 3), current and non-current, is excluded from cash and cash equivalents,

Accounts receivable and allowance for doubtful accounts

Accounts receivable are carried, net of an appropriate allowance, at their estimated collectible value. Since customer credit is
generally extended on a short-term basis, trade receivables do not bear interest. Accounts for which no payments have been received
for two consecutive months are considered delinquent, and customary collection efforts are initiated.

The Company recognizes an allowance for doubtful accounts (Note 4) to reduce accounts receivable to an estimated net realizable
value. The allowance for an estimated collection losses on its accounts receivable is established based on historic loss experience, the
individual tracks and players, the relative strength of the Company’s legal position, the related cost of any proceedings, and general
economic conditions.

The Company manages its concentrations of credit risk by evaluating the creditworthiness of tracks and players before extending
credit. The maximum losses that the Company would incur if a track or player failed to pay would be limited to the amount due after
the related allowances provided.

Fair value of financial instruments

The carrying value of financial instruments, including cash and cash equivalents, restricted cash, accounts receivable, accounts
payable and accrued expenses, approximate fair value due to the short maturities of these financial instruments. In evaluating the fair
value of other financial instruments, consisting of long-term receivables and debt, the Company generally uses third-party market
quotes. The estimated fair value of long-term receivables and debt approximates their carrying value.

Foreign currency

The functional currency of United Tote Canada is Canadian dollars. The Company translates assets and liabilities at exchange rates in
effect at the balance sheet date and income and expense accounts at average exchange rates during the year.
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Inventories

Inventories consist of totalizator equipment and components to build totalizator equipment. Inventories are stated at the lower of cost
(using the first-in, first-out method) or market value. The Company regularly reviews inventory quantities on hand and records an
allowance for estimated excess and obsolete inventory based primarily on the Company’s forecast of product demand and production
requirements.

Property and equipment

Property and equipment is carried at cost less accumulated depreciation and amortization. Depreciation of property and equipment,
which includes equipment under capital leases, is provided on the straight-line method over estimated useful lives, generally ranging
from three to five years. Leasehold improvements are amortized over the estimated economic life or the term of the lease, including
lease renewal option periods, if intended to be exercised, whichever is shorter. The majority of United Tote’s equipment is in place at
various pari-mutuel gaming sites located throughout North America.

Also included in property and equipment is internally developed software. Internally used software, whether purchased or developed,
is capitalized and amortized using the straight-line method over an estimated useful life of two to four years, in accordance with
American Institute of Certified Public Accountants Statement of Position 98-1, “Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use™.

Goodwill

The Company evaluates its goodwill on an annual basis and if events and circumstances (such as, significant decreases in the market
value of an asset, a change in operating model or strategy and competitive forces) indicate that the carrying amount of an asset may
not be recoverable. If the expected undiscounted future cash flow attributable to the asset is less than the carrying amount of the asset,
an impairment loss equal to the excess of the asset’s carrying value over its fair value is recorded. Fair value is determined based on
the present value of estimated future cash flows using a market discount rate commensurate with the risk involved, quoted market
prices or appraised values, depending on the nature of the assets.

Income taxes

We account for income taxes under the asset and liability method, which requires the recognition of deferred tax assets and liabilities
for the expected future tax consequences of events that have been included in the financial statements. Under this method, deferred tax
assets and liabilities are determined based on the differences between the financial statements and tax basis of assets and liabilities
using enacted tax rates in effect for the year in which the differences are expected to reverse. The effect of a change in tax rates on
deferred tax assets and liabilities is recognized in income in the period that includes the enactment date.

We record net deferred tax assets to the extent we believe these assets will more likely than not be realized. In making such
determination, we consider all available positive and negative evidence, including scheduled reversals of deferred tax liabilities,
projected future taxable income, tax planning strategies and recent financial operations. In the event we were to determine that we
would be able to realize our deferred income tax assets in the future in excess of their net recorded amount, we would make an
adjustment to the valuation allowance which would reduce the provision for income taxes.

In July 2006, the Financial Accounting Standards Board (FASB) issued Financial Interpretation No. (FIN) 48, “Accounting for
Uncertainty in Income Taxes,” which clarifies the accounting for uncertainty in income taxes recognized in the financial statements in
accordance with SFAS 109, “Accounting for Income Taxes.” FIN No. 48 provides that a tax benefit from an uncertain tax position
may be recognized when it is more likely than not that the position will be sustained upon examination, including resolutions of any
related appeals or litigation processes, based on the technical merits. Income tax positions must meet a more-likely-than-not
recognition threshold at the effective date to be recognized upon the adoption of FIN No. 48 and in subsequent periods. This
interpretation also provides guidance on measurement, derecognition, classification, interest and penalties, accounting in interim
periods, disclosure and transition, FIN 48 was effective for fiscal years beginning after December 15, 2006.

The Company adopted the provisions of FIN 48, Accounting for Uncertainty in Income Taxes, of FASB on January 1, 2007. The
adoption of FIN 48 had no effect on the Company’s reported deficit as of December 31, 2006, its net loss or net loss per share for
2007 or on its reported deferred net tax assets from net operating loss carryforwards or the related valuation allowance (Note 10).

The Company will recognize interest and penalties related to unrecognized tax benefits within the income tax expense (benefit} line in
its consolidated statement of operations. As of December 31, 2007, the Company had not recognized liabilities for penalty and interest
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as the Company does not have liability for unrecognized tax benefits.

Legal defense costs

Estimated legal defense costs are not accrued. Rather, such costs are expensed when services are provided.
Accounting for stock-based compensation

Prior to January I, 2006, as permitted by SFAS No. 123, “Accounting for Stock-Based Compensation”, the Company measured
compensation costs in accordance with Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees”
(APB 25), but provided pro forma disclosures of net income and earnings per share using the fair value method defined by SFAS No.
123. Under APB 25, compensation expense was recognized over the vesting pericd based on the difference, if any, on the date of grant
between the deemed fair value for accounting purposes of the Company’s stock and the exercise price on the date of grant. The
Company accounted for stock issued to non-employees in accordance with the provisions of SFAS No. 123 and Emerging Issues Task
Force (EITF)} 96-18, “Accounting for Equity Instruments That Are [ssued to Other Than Employees for Acquiring, or in Conjunction
with Selling, Goods and Services”.

Had the Company determined compensation ¢ost based on the fair value of its stock options at the grant date, as set forth under SFAS
No. 123, the Company’s net income and earnings per share would have been reduced to the pro forma amounts indicated below:

Year Ended December 31,
2008
{in thousands)
Net income: '

As reported 3 5691
Add: stock-based employee compensation expense included in reported loss (144)
Deduct: total stock-based employee compensation expense determined under fair value based

method for all awards (1,735)

Pro forma income £ 3812

Earnings per share:

As reported:

Basic § 018
Diluted $ 016

Pro forma:

Basic $ o012
Diluted $§ o1

The fair value for these options was estimated at the grant date using the Black-Scholes option-pricing model with the following
weighted-average assumptions used for grants in 2005: expected volatility of 40.1% and a risk-free interest rate of 7.3%. A dividend
yield of zero and expected life of 8.6 years was assumed for 2005. All options granted in 2005 were intended to be issued at fair
market price.

On January 1, 2006, the Company adopted SFAS No. 123 (revised 2004), Share-Based Payment, (SFAS No. 123R) using the
modified prospective transition method, which requires the application of the accounting standard as of January 1, 2006, the first day
of the Company’s fiscal year 2006. The consolidated financial statements as of and for the year ended December 31, 2006 reflect the
input of SFAS No. 123R. In accordance with the modified prospective transition method, consolidated financial statements for prior
periods have not been restated to reflect, and do not include, the impact of SFAS No. 123R. Stock-based compensatlon expense
related to employee or director stock options recognized for the years ended December 31, 2007 and 2006 were $0.9 million and $0.7
million, respectively.

Stock-based compensation expense recognized for the year ended December 31, 2007 and 2006, included compensation expense for
the share-based payment awards granted subsequent to January 1, 2006. For stock-based awards issued to employees and directors,
stock-based compensation is attributed to expense using the straight-line single option method, which is consistent with how the prior-
priced pro forma was presentation. As stock-based compensation expense recognized for 2007 and 2006 are based on awards expected
to vest, SFAS No. 123R requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if
actual forfeitures differ from those estimates. For the year ended December 31, 2007 and 2006, expected forfeitures are immaterial
and, therefore, the Company is recognizing forfeitures as they occur. In the pro-forma information provided under SFAS No. 123 for
the periods prior to fiscal 2006, the Company also accounted for forfeitures as they occurred.
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The Company’s determination of fair value of share-based payment awards to employees and directors on the date of grant under
SFAS 123R also uses the Black-Scholes option pricing model, which is affected by the Company’s stock price as well as assumptions
regarding a number of complex and subjective variables. These variables include, but are not limited to, the expected stock price
volatility over the expected volatility over the expected term of the awards, and actual and projected employee stock options exercise
behaviors. The Company estimates expected volatility using historical data.

The fair value of each option was estimated on the date of grant using the Black-Scholes option pricing model with the following
weighted-average assumptions:

Year Ended December 31,

2007 2006 2005
Risk-free interest rate . 3.7% 4.7% 7.3%
Expected term (years) 7 7 8.6
Volatility 38.1% 302% 40.1%
Expected annual dividend ' 0 0 0

Discontinued Operations

The Company presents the results of operations, financial position and cash flows of operations that met the criteria for “held for sale
accounting” as discontinued operations if such operations meet the required conditions. At the time an operation qualifies for held for
sale accounting, the operation is evaluated to determine whether or not the carrying value exceeds its fair value less costs to sell. Any
loss resulting from carrying value exceeding fair value less cost to sell is recorded in the period the operation meets held for sale
accounting. Management judgment is required to (1) assess the criteria required to meet held for sale accounting, and (2) estimate fair
value. Changes to fair value could result in an increase or decrease to previously recorded losses.

Earnings or net income (loss) per share

Basic earnings (loss) per share are calculated based on the weighted average number of shares of common stock outstanding during
the reporting period. Diluted earnings per share are calculated giving effect to all potentially dilutive common shares, assuming such
shares were outstanding during the reporting period. In instances where the Company incurs a loss, however, diluting the earnings
would not be applicable as the effect will be anti-dilutive.

The following is a reconciliation of the numerators and denominators of the net income (loss) per share computations for the periods
presented: o

Weighted Average Per
Net Income (Loss} Shares Share
(numerator) {denominator) Amount
(in thousands except share amounts)
2007 '
Loss per share, basic $ (27,374) 41,796 $ (69

(714 potentially dilutive securities were omitted from the calculation
since the effect of including them would have been anti-dilutive)

2006
Loss per share, basic and diluted $ (2,031 35,141 $ (0.06)
(3,750 potentially dilutive securities were omitted from the calculation
since the effect of including them would have been anti-dilutive)

2005

Earnings per share, basic $ 5691 32,079 $ 0.18
Effect of dilutive securities 2,565

Earnings per share, basic and diluted 5,691 ) 34,644 0.16
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Note 3: RESTRICTED CASH

Facilities lease: As required by a lease agreement (Note 11), the Company provided a standby letter of credit in favor of the landlord
secured by restricted cash deposits in like amount through 2010. The restricted cash requirement ($275,000 and $382,000 at December
31, 2007 and 2006, respectively) decreases $107,000 per year for the first five years of the lease and $98,000 thereafter. The portion of
the restricted deposit that is allowed to be released in the subsequent year is reported as a current asset in the accompanying financial
statements.

Players Trust™: As of December 31, 2007 and 2006, customer deposits maintained in Players Trust™ totaled $8.5 million and $4.5
million, respectively, all of which was included in restricted cash in current assets.

Oregon Racing Commission: Dﬁring 2006, IRG placed a $250,000 letter of credit with the Oregon Racing Commission to secure
customer deposits on hand. As of December 31, 2007, the letter of credit was secured by restricted cash of $258,000.

Note 4: RECEIVABLES

Accounts receivable consisted of the following as of the balance sheet dates presented:

December 31, December 31,

2007 2006
(in thousands)
Track receivables, net of allowance for doubtful collection of $1,180 and $1,294 5 6,784 $ 11,218
Player receivabies, net of allowance of for doubtful collection of $759 and $0 60 1,249
Other, net of allowance for doubtful collection of $1,467 and $519 : 470 820

$ 7314  §.13.287

On October 4, 2007, a search warrant issued by the U.S. District Court for the Central District of California was served on our
company headquarters in Woodland Hills, California, by special agents for U.S. Immigration and Customs Enforcement, an agency
under the U.S. Department of Homeland Security, for various records including, among other things, business records of our IRG
business related to the wagering activities of certain customers. The investigation is being run by the U.S. Attorney’s Office in Las
Vegas, Nevada.

As part of its investigation, and without prior notice to Youbet or IRG, the government seized funds in three IRG bank accounts in
Nevada, totaling $1.5 million. This amount is included in other receivables and the entire $1.5 million has been reserved. (See Note
18)

Note 5: INVENTORIES

Inventories are stated at the lower of cost {using the first-in, first-out method) or market value.

December 31, December 31,

2007 2006
(in thousands)
Totalizator components $ 1,477 $ 2,094
Ticket stock : 608 493

$ 2,085  § 2.387

Note 6: PROPERTY AND EQUIPMENT

Property and equipment censists of the following:

December 31, December 31,

2007 2006
(in thousands)
Computer equipment owned $ 14,520 $ 13,963
Computer equipment under capital lease (Note 9) 1,605 176
Pari-mutuel equipment 21,966 21,668
Software ) 4,347 4,385
Office furniture, fixtures and equipment 663 575
Leasehold improvements 3,201 3,130
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_ 46,302 43,897
Less: accumulated depreciation and amortization ' {21.638) {13.787)
: 3 24664 3_30110

Depreciation and amortization are recorded over the estimated lives of the following types of property and equipment: computer
equipment (3 to 5 years), software (2 to 10 years), furniture and fixtures (5 years) and leasehold improvements (3 to 5 years, limited to
the lease term).

Note 7: INTANGIBLES, OTHER THAN GOODWILL

Intangibles, other than goodwill, are presented net of accumulated amortization of $3.8 million and $1.8 million at December 31, 2007
and 2006, respectively.

December 31, December 31,

2007 2006
(in thousands)
Intangibles 3 10,274 $ 15,198
Less: . (3,769) (1,829)

£ 6505  $.13.360

Amortizable intangibles consist of customer listings, non-competition agreements, trademarks, trade names, technology and game
content derived through acquisition of IRG and United Tote. Amortization expense in 2007 and 2006 for these intangibles was $1.8
million and $1.5 million, respectively. Estimated future amortization of intangibles for each of the next five years is $0.7 million, $0.7
million, $0.7 million, $0.6 million, and $0.6 million, respectively. See Note 18, Subsequent Events.

Note 8: ACCRUED EXPENSES

Accrued expenses consisted of the following as of the balance sheet dates presented:

December 31, December 31,
2007 2006
{in thousands)
Legal fees $ 298 F 432
Employee compensation, related taxes and other benefits 2,853 1,985
IRG accrued purchase payments 3,249 1,401
TVG arbitration award 1,249
Accrued interest and taxes 2,074 1,440
Other 1,828 2,982

30300 39489

Note 9: DEBT

Debt consisted of the following as of the balance sheet dates presented:

December 31, December 31,

2007 2006
{in thousands)

Capital lease obligations and other financing arrangements £ 999 $ 359
Promissory notes : ) 3,200 5,000
Bank revelving line of credit _ 990
Bank term loan 10,958 14,007
Note payable 9

15,157 20,365
Current portion of long-term debt 10,390 8311
Long-term debt, less current maturities 8 4,767 3§ 12,054

In February 2006, the Company completed its acquisition of all of the outstanding stock of United Tote for consideration valued at
$31.9 million plus the assumption of approximately $14.7 million of debt (primarily related to the financing of equipment placed with
United Tote’s track customers). As part of this purchase, the Company issued three unsecured promissory notes to United Tote’s
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former owners aggregating $10.2 million in principal amount, with each promissory note bearing interest at a fixed rate of 5.02% per
annum and with their principal amounts due in full at their respective maturity dates. The Company repaid a $5.2 million principal
amount promissory note in December 2006 and a $1.8 million principal amount promissory note in March 2007. The remaining $3.2
million principal amount promissory note is currentty due but is subject to rights of indemnification and offset. The Company has four
cutstanding claims for indemnification against the former owners of United Tote and will not pay the net balance due until those
matters are resolved.

In December 2006, the Company entered into a placement agency agreement with ThinkEquity Partners, LLC pursuant to which
ThinkEquity Partners agreed to act as the Company’s placement agent in connection with a registered direct offering of 6.2 million
shares of Youbet’s common stock at an offering price of $3.25 per share. The registered direct offering closed on December 20, 2006,

In July 2006, the Company entered into a credit agreement pursuant to which the lender agreed to provide the Company with up to
$19.0 million in total borrowing capacity. The credit facility consists of a $1.0 million revolving line of credit and a $15.0 million term
loan. The revolving line of credit requires monthly interest payments and the outstanding principal, if any, is due at maturity. The
principal of the term loan is to be repaid in equal monthly installments ($3.0 million annually) plus interest, and payments commenced
on September i, 2006. At December 31, 2007, the Company owed $10.9 million under the term loan and no amount was outstanding
under the revolving credit facility. At December 31, 2007, the interest rate on this facility was 8.75% per annum.

The credit agreement provides for mandatory prepayment upon the occurrence of certain specified events. The credit facility is
secured by certain assets of the Company and certain of its subsidiaries are guarantors of the Company’s obligations under the credit
facility. The credit agreement contains customary covenants for financings of this type, including, but not limited to, restrictions on
our ability to incur indebtedness, make investments, pay dividends, repurchase shares or make capital expenditures. The credit
agreement also contains certain financial covenants, including (i) a requirement to achieve certain specified EBITDA thresholds, (ii} a
requirement to achieve a specified free cash flow (as defined in the credit agreement) threshold, (iii) a requirement to maintain a
specified leverage ratio, and (iv) limitations on capital expenditures,

In March 2007, the Company amended certain financial covenants of its credit agreement. In August 2007, the administrative agent
for the lenders agreed to waive the Company’s failures to achieve the minimum EBITDA required under the credit agreement, as
amended, when measured for the 12-month period ended June 30, 2007, and to maintain the ieverage ratio required under the credit
agreement, as amended, when measured as of June 30, 2007. As of December 31, 2007, the Company was not in compliance with
certain financial covenants leverage ratio required under the credit agreement, as amended. (See Note 18)

In April 2007, United Tote entered into a sale-leaseback transaction with a bark. United Tote sold certain totalizator equipment to the
bank for proceeds of $1.1 million and agreed to lease back the equipment for a 24-month period at an implicit interest rate of 8.8%.

Upon the occurrence of certain events of default, the interest rate on outstanding borrowings may be increased by 2.0%, obligations
under the credit agreement may be accelerated and the lending commitments terminated.

The Company has financed the purchase of certain equipment through the issuance of bank debt, promissory notes and under capital
leasing arrangements. The debt bears interest at rates ranging from 5.0% to LIBOR plus 3.25%. Such obligations are payable in
monthly installments through May 2019,

Annual maturities for debt, including capital lease obligations as of December 31, 2007, are as follows:

Year {in_thonsands)

2008 $ 10,390

2009 4.767
3 15,157

F-18




Capital leases

The Company has capital lease arrangements for networking equipment, computer equipment and software. Future obligations under
these non-cancelable capital leases are as follows:

Year {in thousands)
2008 § ™™
2009 320
Total obligation 1,091
Less: interest portion 92
Total principal £ 999

Note 10: INCOME TAXES

Income tax expense (benefit) consists of the following:

2007 2006 2005
(in thousands)

Current

Federal $ $ 76 % 107

State 4 18 34

Foreign 282 307

286 401 141

Deferred

Federal . (600) (244) 1,334

State ' (735) 577 388

Change in valuation allowance ' 3,132 {3.717)

1797 _ 333 _ (1.995)
$£2083 § 734 § (1,854

Income taxes from continuing operations for 2007, 2006 and 2005 differ from “expected” income taxes for those years computed by
applying the U.S. federal statutory rate of 34% to income (loss) before taxes for those years as follows:

2007 2006 2005
(in thousands)

Tax expense (benefit) at U.S. statutory rate $ (8285 % (441) § 1,371
State tax (benefit) net of federal benefit 353 (76) 235
Foreign taxes 30
Amortization / impairment of intangibles 0,407 323
Stock based compensation 305 261
Jurisdictional penalties 254
Other permanent differences 197 86 231
Net change in valuation allowance 2,960 (3,717)
Expiration of California net operating loss carryforward 405
Other, net 116 (78} 26

$ 2083 3.734 § (1.85)

The Company does not provide for deferred taxes on the excess of the financial reporting over the tax basis in our investments in the
foreign subsidiaries that are essentially permanent in duration. The determination of the additional deferred taxes that have not been
provided is not practicable.
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The Company’s net deferred tax assets at December 31 consisted of the following:

2007 2006 2005
(in thousands)}

Deferred tax assets

Net operating loss carry forwards § 23,142 § 21,848 § 20,334
Tax credit carryforwards 226 226 178
Depreciation ' 292
Amortization of intangibles 630
Accrued expenses 234 1,272 449
Accounts receivable allowance 1,361 399

Other 121 4 55

25,084 23749 21.938

Deferred tax liabilities

Depreciation (3,573) (3,210)
Intangibles (1,7t7) (2,082)
Inventory 3L
. {5,260) (5.323)
Net deferred tax assets 19,794 18,426 21,938
Valuation allowance (19.794) _ (16.,629) _ (16,629)

: _ 0 $__1797 § 5309

The Company has tax credit carryforwards totaling $226,000. In addition, the Company has federal and state net operating loss
carryforwards in the amount of $61.8 million and $18.2 million, substantially all of which are also available for state income tax
purposes, at December 31, 2007, which are expected to begin expiring in 2012 and 2013, respectively.

In assessing the realizability of deferred tax assets, management considers whether it is more likely than not that sotne portion or all of
the deferred tax assets will not be realized. The ultimate realization of deferred tax assets is dependent upon the generation of future
taxable income during the periods in which those temporary differences become deductible. Management considers the amount and
timing of scheduled reversals of deferred tax liabilities and projected future taxable income over the periods for which the deferred tax
assets are deductible. Although the management believes the Company will be profitable in the foreseeable future, based upon the
Company’s history of continuing operating losses, realization of its deferred tax assets does not meet the more likely than not criteria
under SFAS No. 109 and, accordingly, a valuation allowance for the entire deferred tax asset amount has been recorded.

Due to the change of ownership provisions of the Tax Reform Act of 1986, utilization of a portion.of our net operating loss and tax
credit carryfowards may be limited in future periods. Further, a portion of the carryfowards may expire before being applied to reduce
future income tax liabilities.

The Company expects resolution of unrecognized tax benefits, if created, would occur while the full valuation allowance of deferred
tax assets is maintained, therefore, the Company does not expect to have any unrecognized tax benefits that, if recognized, that would
affect the effective tax rate.

The Company will recognize interest and penalty related to unrecognized tax benefits and penalties as income tax expense. As of
December 31, 2007, the Company has not recognized liabilities for penalty and interest as the Company does not have liability for
unrecognized tax benefits.

The Company is subject to taxation in the U.S. and various states and in Canada. The company’s tax years for 2004, 2005 and 2006

are subject to examination by the taxing authorities. With few exceptions, the Company is no longer subject to U.S. federal, state,
local or foreign examinations by taxing authorities for years before 2004.
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Note 11: COMMITMENTS
Operating leases

The Company leases office and production facilities in California, Oregon, Kentucky, Curacao and Canada under various operating
leases. Approximate minimum rental payments under these non-cancelable operating leases as of December 31, 2007 are as follows:

Year (in thousands)
2008 $ 1,264

2009 1,186
2010 282
2011 : 102
2012 484

3 3318

Total rental expense was approximately $1.7 million, $1.3 million, and $1.0 million for 2007, 2006 and 2005, respectively.

Employment Commitments

Agreement with Gary W. Sproule - Effective January 1, 2004, Mr. Sproule entered into an employment agreement with the Company.
Mr. Sproule’s employment apreement, as amended, will terminate two years after either the Company.or Mr. Sproule provide notice
to the other of their intention to terminate the agreement. Under his employment agreement, Mr. Sproule’s annual salary was $300,000
during the first year, $325,000 during the second year and will be $325,000 during each subsequent year. Upon execution of the
employment agreement, Mr. Sproule received 300,000 stock options at an exercise price of $2.49, all of which immediately vested. In
addition, Mr. Sproule is eligible to receive an annual bonus to be determined by the board of directors in its discretion and based on
attaining certain mutually agreed upon business objectives and profitability goals. Mr. Sproule also receives a $750 per month car
allowance and reimbursement for personal financial consulting services up to $10,000. On November 28, 2007, Gary W. Sproule was
appoinied as interim president and chief executive officer effective as of the departure of Mr, Charles Champion on December 11,
2007.

Agreement with James A. Burk - Effective July 9, 2007, Mr. Burk entered into a two year employment agreement. Under his
employment agreement, Mr. Burk’s annual salary is $300,000 during the first year and may increase in succeeding years based on his
and the Company’s performance. Upon execution of the employment agreement, Mr. Burk received 150,000 stock options at an
exercise price of $2.35. The stock options are ten year options and shall vest ratably over four years. In addition, Mr. Burk is eligible
to receive an annual bonus to be determined by the board of directors in its discretion and based on attaining mutually agreed upon
business objectives and certain profitability goals.

As of December 31, 2007, the aggregate minimum future compensation for executives, except if terminated for cause and exclusive of
annual bonuses and/or incentives, if any, is $0.6 million, $0.5 million and $0.3 million annually for 2008, 2009 and 2019, respectively.

Employee Benefit Plan - The Company sponsors two defined contribution 401(k) plans. The plans provide for voluntary contributions
by eligible employees and matching contributions by the Company of 100% of the first 6% of the employee’s pre-tax contributions.
Maiching contributions made by the Company included in general and administrative expenses were $0.5 million, $0.4 million and
$0.4 million for 2007, 2006 and 2005, respectively, excluding nominal administrative costs assumed by the Company.

ote 12: CONTINGENCIES

n September 19, 2007, Colonial Downs, L.P. and the Virginia Horsemen’s Benevolent and Protective Association filed lawsuit
gainst the Company in the U.S. District Court for the Eastern District of Virginia. The complaint alleges that the Company is
perating as an ADW provider in the Commenwealth of Virginia and seeks a declaration of the rights and obligations of the parties
nder the Virginia Horse Racing and Pari-Mutuel Wagering Act. The complaint also seeks injunctive relief enjeining the Company
rom conducting ADW operations in Virginia until the Company contracts with the plaintiffs and obtains a license under the Virginia
tatute and regulations. See Note 18, Subsequent Events.
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A search warrant was served on the Company on October 4, 2007 at its headquarters in Woodland Hills, California, by federal agents,
accompanied by agents of the Nevada Gaming Control Board, for various records including, among other things, business records of
IRG related to the wagering activities of certain customers. The investigation is being conducted by the U.S. Attorney’s Office in Las
Vegas, Nevada. The Company has been advised that the U.S. Attorney’s Office is investigating a potentially wide net of activities of
certain individuals who may have used telephone rebate wagering services, including those offered by IRG, in an allegedly illegal
manner. In connection with its investigation, the U.S. government, on October 11, 2007, took possession of $1.5 million held in IRG
bank accounts by way of civil asset forfeiture. The Company is cooperating with authorities and has pledged its ongoing assistance in
their investigation. See Note 18, Subsequent Events.

Other

From time to time the Company may be a party to proceedings that are ordinary and incidental to the Company’s business.
Management is unable to estimate any minimum losses from any of these legal proceedings. Accordingly, no losses have been
accrued.

Note 13: STOCKHOLDERS’ EQUITY

Youbet has issued various warrants and stock options for services rendered and to be rendered, and to obtain financing.

Information with respect to common stock purchase warrants issued is summarized as follows:

Weighted

Average

Warrants Exercise Price

Balance, January 1, 2005 351,363 $ 0.80
Warrants issued — —
Warrants expired and terminated (137,108) 0.81
Warrants exercised (179,255) 0.64
Balance, December 31, 2005 35,000 § 1.58
Warrants issued — . —
Warrants expired (10,000) —
Warrants exercised (25,000) 0.50
Balance, December 31, 2006 — : —
Warrants exercisable at December 31, 2006 and 2007 — 5§ —

In June 2005, the Company’s stockholders approved the Youbet.com, Inc. Equity Incentive Plan (the Equity Incentive Plan), which
constitutes an amendment, restatement and continuation of the Company’s 1998 Stock Option Plan. As of December 31, 2007, there
were outstanding options for 4,717,411 shares of common stock issued under the Equity Incentive Plan, out of a total approved pool o
11,750,000 shares.

During 2007, the Company granted various stock options to officers, other employees and directors, under the Equity Incentive Plan
as follows:

1} Stock options were granted to the then executive officers of the Company to purchase a total of 180,000 shares of common stock at
exercise prices ranging from $2.35 to $2.72, the fair market values at the dates of grant. These options vest ratably over four years
and are exercisable for ten years.

2} Stock options were granted to other employees of the Company to purchase a total of 360,000 shares of common stock at exercis
prices ranging from $2.72 to $3.69, the fair market values at the dates of grant. These options vest ratably over four years and ar
exercisable for ten years.

3) Stock options were granted to directors of the Company to purchase a total of 185,500 shares of common stock at an exercise pric
of $2.72, the fair market value at the date of grant. These options vest ratably over twelve months and are exercisable for ten years.
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During 2006, the Company granted various stock options to officers, other employees and directors, under the Equity Incentive Plan
as follows:

1) Stock options were granted to the then executive officers of the Company to purchase a total of 225,000 shares of common stock at
an exercise price of $3.67, the fair market value at the date of grant. These options vest ratably over four years and are exercisable
for ten years.

2) Stock options were granted to other employees of the Company to purchase a total of 678,814 shares of common stock at exercise
prices ranging from $3.33 to $5.08, the fair market values at the dates of grant. These options vest ratably over four years and are
exercisable for ten years.

3) Stock options were granted to directors of the Company to purchase a total of 90,000 shares of common stock at exercise prices
ranging from $3.69 to $5.08, the fair market values at the dates of grant. These options vest ratably over twelve months and are
exercisable for ten years.

During 2005, the Company granted various stock options to officers, other employees and directors, under the Equity Incentive Plan
as follows:

1) No stock options were granted to executive officers of the Company during 2005.

2) Stock options were granted to other employees of the Company to purchase a total of 695,600 shares of common stock at exercise
prices ranging from $4.38 to $6.19, the fair market value at the date of grant. These options vest ratably between two and four
years and are exercisable for ten years,

3) Stock options were granted to directors of the Company to purchase a totat of 110,000 shares of common stock at exercise prices
ranging from $4.73 to $5.99, the fair market values at the dates of grant. These options vest ratably over twelve months and are
exercisable for ten years.

Under all plans, the stock option price per share for options granted is generally based on the market price of the Company’s common
stock on the date of grant and no option can be exercised later than ten years from the date it was granted. The stock options generally

vest over four years,

At December 31, 2007, there were options outstanding to acquire 4,717,411 shares at an average exercise price of $2.70 per share. The
estimated fair value of all awards granted during the year ended December 31, 2007 was $1.0 million,

The following table summarizes the status of these plans as of December 31, 2007:

Equity Incentive Plan

Options originally avaitable 11,750,000
Stock options outstanding 4,717,411
Options available for grant 1,653,350

Transactions involving stock options are summarized as follows:

Number of Weighted Average

Shares Exercise Price
Balance at January 1, 2005 6,154,325 $ 152
Granted 805,600 4.46
Exercised (2,292,786) 0.93
Cancelled . ‘ (191,350) 334
Options forfeited (81417 2.63
Balance at December 31, 2005 4,394,372 $ 230
Granted 993,717 3.95
Exercised (259,319) 1.00
Cancelled : (222,611) 443
Balance at December 31, 2006 4,905,659 $ 261
Granted 725,500 2.86
Exercised (444,359) 0.79
Cancelled (469.38%) 3.81
Balance at December 31, 2007 —4717.411 $ 238

As of December 31, 2007, the total compensation costs related to non-vested awards yet to be expensed was approximately $2.1
illion to be amortized over the next four years.
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The weighted average exercise prices for options granted and exercisable and the weighted average remaining contractual life for
options outstanding as of December 31, 2006 and 2007 were as follows:

Weighted
Average
Remaining
Number of Weighted Average Contractual
Shares Exercise Price Life (Years) Intrinsic Value
As of December 31, 2006
Employees — Outstanding 4,905,659 $ 2.1 6.06 $ 12,795,124
Employees — Expected to Vest 1,265,539 4.03 9.03 5,096,442
Employees — Exercisable 3,640,120 2.11 5.02 7,698,683
As of December 31, 20067
Employees — Outstanding 4,717411 $ 2.70 6.03 $ 12,737,009
Employees — Expected to Vest 1,308,616 3.55 8.87 4,645,587
Employees -— Exercisable 3,408,795 2.37 4.95 8,078,844
Additional information with respect to outstanding options as of December 31, 2007 is a follows:
QOptions Qutstanding Options Exercisable
Weighted
Options Number Average Weighted
Exercise . of Remaining Weighted Average Number of Average
Price Range Shares —Contraciual Life Exercise Price Shares —Exercise Price
$0.49-30.99 870,000 4.42 $ 0.53 870,000 $ 0.53
$1.00-$1.99 100,500 0.25 1.77 100,500 1.77
$2.00-34.99 3,612,697 6.53 3.15 2,353,505 2.97
$5.00-$6.19 134,214 7.41 5.30 84,790 532

The Company has elected to adopt the detailed method provided in SFAS No. 123R for calculating the beginning balance of the
additional paid-in capital pool (APIC pool) related to the tax effects of employee stock-based compensation, and to determine the
subsequent impact on the APIC pool and Consolidated Statements of Cash Flows of the tax effects of employee stock-based
compensation awards that are outstanding upon adoption of SFAS No. 123R.

Note 14: ACQUISITIONS

Uhnited Tote

In February 2006, the Company completed its acquisition of 100% of the outstanding common stock of United Tote Company for
$31.9 million plus the assumption of approximately $14.7 million of United Tote secured debt (primarily related to the financing of
equipment that is placed with United Tote’s track customers), which the Company agreed to guarantee. The acquisition provided
increased diversification of the Company’s customer base and product offering, as well as furthered the Company’s efforts to be the
pari-mutuel industry’s leading end-to-end technology pr0v1der The Company financed the acquisition by delivering to United Tote’s
former owner the following consideration:

» Approximately $9.7 million in cash;

+ $5.2 million one-year, unsecured promissory note;

$3.2 million two-year, unsecured promissory note;

+ $1.8 million two-year, unsecured promissory note; and

2,181,818 shares of the Company’s common stock, valued at $5.50 per share.

Each promissory note bore interest at a fixed rate of 5.02% per annum, and the principal amounts are due in full at their respective
maturity dates {(subject to partial or full prepayment under certain circumstances}). The Company has repaid in full the $5.2 million and
$1.8 miilion promissory notes in accordance with their respective terms. The $3.2 million promissory note remains outstanding and
subject to rights of indemnification, offset and subordination. For more information regarding these promissory notes and United
Tote’s debt (which the Company guaranteed in connection with the acquisition), see “Management’s Discussion and Analysis of
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Financial Condition and Results of Operations—Contractual obligations, Contingent Liabilities and Commitments.”

The Company also agreed to a “make-whole” provision pursuant to which the Company agreed to pay to UT Group a one-time cash
payment equal to the amount by which $5.50 exceeds the average trading price of the Company common stock for the five trading-day
period ending on February 9, 2007, multiplied by the number of shares delivered by us and then held by UT Group. In addition, the
Company was entitled to cause UT Group to sell some or all of the Company shares on or before February 9, 2007, if the trading price
was below $5.50 per share, provided that the Company paid to UT Group the make-whole amount within ten trading days of the sale.
On January 23, 2007, the Company delivered notice exercising its right to force the sale of UT Group’s 2,181,818 shares of the
Company common stock. On January 24, 2007, all 2,181,818 shares were sold for $3.45 per share, which sale closed on January 29,
2007. The Company paid UT Group the aggregate make-whole payment of $4.5 million in January 2007.

The purchase price allocation resulted in approximately $7.9 million of identifiable intangible assets related to trademarks, trade
names, game content and technology. A summary of the purchase price atlocation at December 31, 2006 is as follows:

(in thousands)
Purchase price alloecation

Purchase price paid at closing $ 31,947
Legal and other closing costs 604
3,.32,551
Cash 5 160
Accounts receivable 3,317
Note receivable 258
Inventory 1,978
Other current assets : 1,419
Property and equipment, net 20,950
Intangibles related to trademarks, trade names, technology and game content 7,874
Goodwill . 14,859
Other assets 295
Total assets 51.110
Accounts payable 1,470
Accrued liabilities 1,845 .
Deferred revenue 399
Debt 14,845
Total liabilities 18,559
Total allocated purchase price $ 32,551

The excess purchase price paid at closing over the fair value of the net assets of the acquired company was allocated to various
intangibles (including trademarks, trade names, software, game content and technology) and goodwill based upon relative market
values, Intangibles are amortized on a straight-line basis over the estimated useful lives of the various components, ranging from 5 to
15 years.

Bruen Productions International, Inc.
On October 9, 2006, the Company acquired 100% of the outstanding shares of common stock of privately-held Bruen Productions.

Youbet financed the acquisition with the issuance of $162 in common stock held in treasury, payable in four installments over the next
three years and the assumption of approximately $174 of debt. Youbet issued 13,953 shares in October 2006 as the first installment.
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The following table summarizes the fair values of the assets acquired and liabilities assumed at the date of the Bruen Productions
International, Inc. acquisition. The purchase price allocation resulted in approximately $384 of identifiable intangible assets related to
goodwill which was written off in the third quarter of 2007.

(in thousands)
Purchase price allocation

Purchase price paid at closing $ 220
Legal and other closing costs 68
: $ 288
Cash $ o
Accounts receivable 69
Other current assets 13
Property and equipment, net 22
Goodwill 384
Total assets 494
Accounts payable 17
Accrued liabilities and other 65
Loans payable 124
Total liabilities 206
Total aliocated purchase price $ 288

Pro Forma Impact of Acquisitions

The following unaudited pro forma financial information for 2006 and 2005 presents the consolidated operations of the Company as if
all the forgoing acquisitions had been made on January 1, 2004, after giving effect to certain pro forma adjustments as of the
respective acquisition dates. The unaudited pro forma financial information should not be used to project the Company’s results of
operations for any future period:

2006 2005

Revenue $ 136,682 § 119,419
Net income (loss) (2,031) 6,002
Earnings (loss) per share

- Basic (0.06) 0.19
- Diluted (0.06) 0.17

Note 15: SEGMENT REPORTING

As a result of the acquisition of United Tote, the Company began operating as two reportable segments beginning in 2006, each of
which the Company operates and manages as a strategic business unit. The Company’s ADW segment consists of the combined
operations of Youbet Express, IRG and Bruen Productions, and the Company’s totalizator segment consists of the operations of
United Tote.

The reporting segments follow the same accounting policies used for the Company’s consolidated financial statements and are
described in the summary of significant accounting policies. Company management evaluates a segment’s performance based upon its
individual financial results of operations. Sales to customers located outside the United States primarily relate to totalizator services
and are immaterial.

Information for the Company’s ADW segment for 2005 and 2004, which was the only segment in those years, is presented for
comparative purposes. '

{in thousands)

Revenue 2007 2006 2005
ADW segment $ 114000 $ 113,552 § 88,837
Totalizator segment : 26,093 23,885
Intercompany eliminations (1.900) {1.037)

$ 138,193 3 136,400 588,837
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Revenue by Geographic Area . ) 2007 2006 2008
United States $ 135924 $ 134308 $ 88,837
International 2,269 2.092

"$ 138,193 § 136,400 3- 88,837

Reconciliation of income (loss) before income taxes 2007 2006 2005
Income (loss) from operations

- ADW segment . $ (11,408) $ (1,300) $ 3,085
- Totalizator segment (11.961) 659
‘ (23,369) (641) 3,085
Interest income 644 547 581
Interest expense (1,795)  (1,95%) (81)
Other 153 725 252
Income (loss) before income taxes from continuing operations (24,367)  (1,324) 3,837
Income (loss) before income taxes from discontinued operations (924) 27
Income (loss) before income taxes § (25291 §_(1,297) § 3837
Capital Spending 2007 2006 2005
ADW segment $ 287 % 2,305 % 2,422
Totalizator segment * 2217 _ 4431
$ 25045 6736 3 2,422
Depreciation and Amortization 2007 2006 2005
ADW segment § 3,864 % 2,527 % 1,591
Totalizator segment 6,506 _ 4296
3 10370 $ 6,823 § 1,591
Total Assets 2007 2006 2008
ADW segment $ 23,617 § 50,280 $ 40,829
Totalizator segment 41,433 55,325

$ 65,050 § 105,605 § 40,829
Note 16: IMPAIRMENT OF INTANGIBLES AND GOODWILL

Intangibles and goodwill are reviewed for impairment annually during the third quarter or when circumstances exist which indicate a
possible impairment has occurred. The fair value of the reporting unit associated with the intangibles and goodwill is typically
estimated using the expected present value of future cash flows. If expected future cash flows are less than the carrying value of an
asset, an impairment charge is taken to reduce the value on the Company’s balance sheet to fair value. The following table shows the
Company’s intangible assets and goodwill activity for the period ended December 31, 2007.

Intangibles Goodwill
Advance Advance
deposit deposit

wagering  Totalizator  wagering  Totalizator
Segment segment segment segment
(in thousands)

Balance as of January 1, 2007 $ 6123 §$ 7246 § 384 % 14,859

Additions 4,954

Amortization (1,198) (741

Impairment losses (9.879) . (384 (8.000)
Balance as of December 31, 2007 3 — 36305 S5 _—

In connection with our exploration of strategic alternatives for United Tote, the Company re-evaluated the goodwill related to United
Tote. As part of this evaluation, the Company compared the current estimated fair value to the carrying value of goodwill, and on
arch 25, 2008, concluded that United Tote goodwill was impaired as of December 31, 2007. The total amount of this non-cash
impairment charge was $8.0 million.
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As previously discussed, [RG had $7.0 million in intangible assets and had a single player that accounted for over 50% of IRG’s
wagering handle during the first nine months of 2007 and the federal government seized $1.5 million from IRG’s three bank accounts.
Additionally, IRG had lost or been denied content. After adjusting assumptions for current facts and circumstances, management
determined that an impairment of IRG intangible assets was not required in the third quarter.

The Company continued to monitor the results of IRG and attempted to forecast future results. Due to the loss of content and the
reduced player base, wagering handle was not expected to recover.

In view of these facts, the Company performed a follow-up impairment test as of December 31, 2007 to ascertain the need for an
impairment adjustment of the intangibles associated with IRG. The intangibles reviewed include those relating to acquired customer
lists and a non-compete agreement. These intangibles have increased in amount since the acquisition of IRG due to the annual earn-
outs paid to the prior owners due the achievement of certain performance criteria as indicated in the purchase agreement and total
approximately $6.7 million (net of amortization). As of December 31, 2007, an additional $3.2 million was earned and is due to be
paid as of August 31, 2008. The precise payment is subject to any right of offset of claims that may arise prior to the date such
payment is due. Based on these events, the cash flow forecast for IRG was revised downward resulting in an impairment of the
intangibles associated with IRG in the fourth quarter of 2007, ‘

Note 17: DISCONTINUED OPERATIONS
Effective December 31, 2007, the Company sold Bruen Productions back to the original owner (David Bruen),
. The aggregate sell price was $202,500, comprised of the following:

» repurchase by the Company from the buyer of 13,953 shares of the Company’s common stock with a value as of the closing
date of $17,022 (13,953 shares@ $1.22/sh);

+ an amount of $108,000 was attributed to the buyer cancelling all rights of the buyer to receive any shares of the Company’s
common stock pursuant to the original purchase agreement; and

» payment in cash of $77,478,

The results of Bruen Productions have been treated as discontinued operations in these financial statements and are as follows:

2007 2006
{in thousands)
Sales $ 772 % 282
Cost of services 408 72
Gross profit 364 210
: Operating expenses (1) 1,288 183
Net income (loss) $ (924) § 27

(1) Included in operating expense is $384,000 write off of goodwill.
The sale of Bruen Productions resulted in a nominal gain.
Note 18: SUBSEQUENT EVENTS

A search warrant was served on the Company on October 4, 2007 at its headquarters in Woodland Hills, California, by federal agents
accompanied by agents of the Nevada Gaming Cortrol Board, for various records including, among other things, business records o
our IRG business related to the wagering activities of certain customers. The investigation is being conducted by the U.S. Attorney’
Office in Las Vegas, Nevada. On March 14, 2008, the Company entered into two separate agreements with the U.S. Attorney’s Offic
in Las Vegas. Pursuant to the first agreement, the U.S. Attorney’s Office agreed not to pursue any charges against Youbet or IRG i
exchange for the Company’s continued cooperation with the government’s ongoing investigation. In a separate agreement, th
Company agreed to forfeit approximately $1.5 million previously seized by the government as part of its investigation.

F-28




Given the severe and adverse downturn in the IRG business since October 2007, the Company made the decision that effective
February 13, 2008, IRG would stop taking wagers and cease all other operations associated with IRG and unwind the business in an
orderly and businesslike fashion. In connection with the shutdown of the IRG business, the Company recorded a charge of
approximately $0.5 million for severance costs associated with exiting the IRG business. In addition, the IRG business will incur other
shutdown costs estimated to range from $0.2 million to $0.3 million to cover lease obligations, outside services, asset disposals and
other miscellaneous costs. In addition, the Company expects to incur ongoing costs associated with its continued cooperation with,
and eventual resolution of, the ongoing government investigation, although the precise amount or timing cannot be predicted at this
time and such costs are not related to the Company’s decision to shutdown the IRG business.

The Company recently reached an agreement in principle with Colonial Downs, L.P., the Virginia Horsemen’s Benevolent and
Protective Association, the Virginia Racing Commission (VRC), and the Commonwealth of Virginia. Terms of the settlement are
expected to include mutual releases by the parties of all claims and dismissal of the litigation. As part of the agreement, the Company
promptly will refresh its application for an ADW license from the VRC, and the settlement and dismissal of the litigation is
conditioned upon the issuance of an ADW license by the VRC. Also as part of the agreement, the Company expects to pay source
market fees on handle from Virginia residents effective as of January 1, 2008, and continuing for a period of three years. In 2008, the
Company also expects to pay additional fees of $150,000 to VRC spread over four calendar quarters.

On March 25, 2008, the Company entered into a second amendment to credit agreement with Wells Fargo Foothill, Inc., the
administrative agent under our credit facility (“Wells Fargo Foothill”). Wells Fargo Foothill agreed to waive the Company’s defaults
as of December 31, 2007 under the credit facility resulting from the Company’s failure to comply with certain financial covenants as
of and for the year ended December 31, 2007. In addition, the Company agreed to amend the terms of the credit facility in order to,
among other things:

¢ change the maturity date to January 31, 2009,

* eliminate the Company’s option to have our interest rate determined by reference to LIBOR;

« provide for additional payments on ‘principal of $1.0 million each on the date of the amendment, July 1, 2008 and September 1,
2008, respectively, and $0.5 million on December 1, 2008;

¢ set the prime rate margin at 1.50%;

+ modify the definition of EBITDA and the adjustments to EBITDA for purposes of the credit facility; and

* amend the minimum EBITDA level and leverage ratio the Company is required to maintain.
In consideration of this amendment, the Company paid Wells Fargo Foothill an amendment fee of $50,000.
In connection with the Company’s decision to exit the IRG business, Wells Fargo Foothill agreed that the Company could fund legal
fees associated with the ongoing government investigation up to $0.5 million, if necessary. This consent letter also contains customary
representations by the Company and a provision reducing the Company’s ability to draw on a revolving line of credit under the credit

facility from $4.0 million to $1.0 million, which amount can be increased or decreased in Wells Fargo Foothill’s sole discretion, At
December 31, 2007, there were ro amounts outstanding under the revalving line of credit.
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SCHEDULE I
YOUBET.COM, INC.
YALUATION AND QUALIFYING ACCOUNTS
Additions
Balance at Charged Charged Balance at
beginning to cost and to other end of
‘ Description of period expenses _ accounts Deductions Period
(in thousands)
Fiscal 2007 )
I Allowance for doubtful accounts receivable $ 1,813 % 3,002 h) (Y § (1,402) § 3,406
. Allowance for doubtful notes receivable 3 76 (76) $
i Deferred tax asset valuation allowance $ 16629 § 3,165 $ 3 $ 19,794
| Fiscal 2006
Allowance for doubtful accounts receivable b 346 § 173 $ 1,294 b $ 1813
Allowance for doubtful notes receivable 5 $ 76 L) 76
Deferred tax asset valuation allowance $ 16,629 % 5 5 $ 16,629
Fiscal 2005
Allowance for doubtful accounts receivable 3 526 % 3 P 80 § 346
Deferred tax asset valuation allowance $ 20346 5 (3,717) % 3 $ 16,629

END .




